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APA STUDY GUIDE
TECHNICAL SUBSTANCE

Lesson One: Major Elements

INTRODUCTION

An Advance Pricing Agreement (APA) is an agreement between the Service and a taxpayer on
transfer pricing methods to alocate income between related parties under Internal Revenue
Code (IRC) section 482 and the associated regulations. Revenue Procedure 96-53 sets out
procedures for negotiating and administering APAs. ThisAPA Study Guide offers practica
advice to APA Program gaff on substantive issues in negotiating APAS.

An APA normaly requires agreement on these mgjor substantive items.

. choosing atransfer pricing method (TPM)

. selecting comparable uncontrolled companies or transactions (comparables)

. deciding on the years over which comparables results are andyzed (the “andysis
window”), and related matters

. adjusting the comparables’ results because of differences with the tested party

. congtructing arange of arm’s length results

. testing results during the APA period, and consequences of being outsde thearm’s
length range

. critica assumptions

This Lesson addresses these mgjor items. Lesson 2 [not yet written] addresses certain specia
topics.

Cretivity and flexibility often are key to reaching an agreement. The regulations often do not
provide clear guidance for specid circumstances, and under the “best method” rule discussed
below one should fashion specid provisonsif needed to reach afair and reliable resuilt.

Further, often two or more gpproaches to certain issues are possible, and there is no clear basis
for preferring one approach over another. (Thisis true about major issues as well as technical
details) Inthis case, the Service can give the taxpayer its preferred treatment of some issuesin
return for getting its own preferred trestment of other issues. Also, in this case the Service
might (in the interest of efficient tax administration) work with a reasonable gpproach proposed
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by the taxpayer rather than independently develop another approach that might be equally
reasonable. Findly, since treaty partners are not bound by U.S. regulations, in the bilatera
context the Service may deviate from the U.S. regulations. Some possible flexible gpproaches

include:

. combining two different TPMs (discussed below)

. modifying a TPM to address concerns (discussed below)

. creating critical assumptions to address concerns (discussed below)

CHOOSING A TRANSFER PRICING METHOD (TPM)
The following tables, given here for reference, are explained in the text following.
TABLE D1

TPM’sUsed for Transfers of Tangible and | ntangible Property
In APA’s Concluded Through December 1999

TPM Number of

APASs That

Involve This

TPM
Comparable Uncontrolled Price (CUP) (tangible property only) 7
CUP Based on Reference to Published Market Data 2
Comparable Uncontrolled Transaction (CUT) (intangible property only) 12
Resde Price (tangible property only) 10
Cogt Plus (tangible property only) 10
Comparable Profits Method (CPM): PLI is operating margin 57
Comparable Profits Method (CPM): PLI is gross margin 12
Comparable Profits Method (CPM): PLI isreturn on assets or capital employed 17
Comparable Profits Method (CPM): PLI is Berry ratio (markup on SG&A) 13
Comparable Profits Method (CPM): PLI isamarkup on costs (normaly total 15
costs)




Commission computed as percentage of: sales minus expenses reimbursed by 1
related supplier

Operating income point that depends on sales change and on interna 2
management messure of profitability

Comparable Profit Split 1
Resdud Profit Split 14
For globally integrated commodity trading, profit split by formula based on 2
compensation and commodity positions

Other Profit Split 8
Profit set to sum of a certain return on assets and a certain operating margin; this 1
method combined with an other profit split

Agreed roydty (fixed rate) 7
Agreed roydlty (rate varies with operating margin) 2
Agreed royadlty (rate varies with ratio of R&D to sales) 1
Taxpayer’ s worldwide roydty schedule justified by CPM analysis 1
R&D cogt sharing amount plus a percentage of sdes 1




TABLE D2

TPM’sUsed for Services
In APA’s Concluded Through December 1999

TPM Number of APAs
That Involve This
TPM

Charge-out of cost with no markup 17

Charge-out of cost with markup 41

Commission as percentage of sdes 2

Markup on costs, but R& D expenses limited to certain percentage of sales 1

Asset-proportionate share of system-wide return on assets, but limited to 1

certain range of markup on costs

Profit is the sum of amarkup on costs, a percentage of saes of patented 1

products resulting from contract R& D performed by tested party, and other

factors

For red estate management, fee is percentage of rents plus percentage of total 1

vaue of new leases, but not less than a certain markup on costs

Dollar cap on management fee 1

Profit split usng five-factor formula 1

Profit split, subject to afloor on operating margin 1




TABLE D3

TPM’sUsed for Einancial Products
In APA’s Concluded Through December 1999

TPM Number of APAs
That Involve This
TPM

Profit split under Notice 94-40/Prop. Reg. 1.482-8 20

Resdud profit split 2

Interbranch alocation (e.g., foreign exchange separate enterprise) 18

Market-based commission 2

Taxpayer'sinternd dlocation system 1

TABLE D4

TPM’sUsed for Contributionsto Cost Sharing Arrangements
In APA’s Concluded Through December 1999

Cost Allocated By Number of APAs
Usng This
Allocation

Sdes 7

Sales and production costs 2

Sdesand profit 2

Profit 2

Raw materid costs 1




TABLE D5

TPM’sUsed for Cost Sharing Buy-in Payments
In APA’s Concluded Through December 1999

TPM Number of APAs
That Involve This
TPM

Capitdized R&D 2

The sum of the two payments, one based on capitdized R& D and the other 2

based on resdud profit split anayss

Market capitdization 1

Residud profit split with comparable acquisitions check 1

Specified Methods

Tables D1- D5 above ligt the transfer pricing methods (TPMs) used in APAs concluded
through December1999. In generd, the TPMs shown track the methods specified in the
Regulations. Reg. § 1.482-3(a) specifies the following methods to determine income with
respect to atransfer of tangible property:

. comparable uncontrolled price (“CUP’) method (Reg. 8§ 1.482-3(b))
. resale price method (Reg. § 1.482-3(c))

. cost plus method (Reg. 8§ 1.482-3(d))

. comparable profits method (“CPM”) (Reg. § 1.482-5)

. profit split method (Reg. § 1.482-6).

Reg. § 1.4824 specifies the following methods to determine income with repect to atransfer
of intangible property:

. comparable uncontrolled transaction (“CUT”) method (Reg. § 1.482—-4(c))
. comparable profits method (“CPM”) (Reg. § 1.482-5)
. profit split method (Reg. § 1.482-6)

The Regulations a so provide methods gpplicable to transactions other than the transfer of
tangible or intangible property. Reg. § 1.482—2(a) provides rules concerning the proper
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treatment of loans or advances between controlled taxpayers. Reg. § 1.482-2(b) dedswith
provision of services, providing that services ordinarily should bear an arm’s length charge, and
that in certain circumstances an am’s length charge may be deemed to be the cost of providing
the services. Findly, Reg. § 1.482—7 provides rulesfor qudified cost sharing arrangements
under which the parties agree to share the costs of development of intangiblesin proportion to
their shares of reasonably anticipated benefits from their use of the intangibles assgned to them
under the agreement. APASs dealing with such cost sharing agreements can ded with both the
method of alocating costs among the parties, and the determination of the amount of the “buy
in” payment due when one party to a cost sharing arrangement makes preexigting intangibles
available for the benefit of dl participants.

Flexible “Best Method” Approach; Unspecified M ethods

Under the Regulations, there is no gtrict hierarchy of methods. Further, particular transaction
types are not assigned exclusively to particular methods. Insteed, the Regulations prescribe a
more flexible “best method” approach. The best method is the method that provides the most
reliable measure of an arm’ s length result. Reg. 8 1.482-1(c)(1). Moreover, methods not
specified in these sections may be used if they provide a more rdliable result; such methods are
referred to as * unspecified methods.”

Usually, data based on results of transactions between unrelated parties provide the most
objective basis for determining an arm’ s length price. Reg. § 1.482-1(¢)(2). In such cases,
religbility isafunction of the degree of comparability between the controlled transactions or
taxpayers and the uncontrolled comparable transactions or parties, the quality of the data and
assumptions used in the analysis, and the sengtivity of the results to deficienciesin the data and
assumptions. Reg. § 1.482-1(c)(2). Factors affecting comparability include the industry
involved, the functions performed, the risks assumed, contractua terms, the relevant market
and market level, and other considerations. Reg. § 1.482-1(d)(3). Moreover, “[i]f there are
materid differences between the controlled and uncontrolled transactions, adjustments must be
made if the effect of such differences on prices or profits can be ascertained with sufficient
accuracy to improve the reliability of theresults” Reg. § 1.482-1(d)(2).

Thus, one normaly cannot say that aTPM in the abstract isthe most reliable. Rather, one
picks the most reliable combination of TPM, comparables, and adjustments. TPMs are
discussed in this section, comparable sdlection in the next section, and adjustments to the
comparables datain alater section. However, because these topics are closdly linked,
concepts about comparables and adjustments will be introduced in this section as needed.

Choosing the best method often requires considerable judgment. The need for judgment

resultsin alarge number of controversies between taxpayers and the Service, and is one reason
the APA Program was established as an aternative digpute resolution forum. APA cases often
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are more difficult than atypica transfer pricing case. (If acaseiseasy to resolve, thereisless
need to resort to the APA process.) Since the best method is highly fact specific to a particular
case, the APA Team must develop aclear, detailed understanding of the taxpayer’s business,
including the taxpayer’ s functions and risks, the industry involved, market conditions, and
contractud terms. Thisfactud development is much easier to accomplish in a cooperdtive
effort with taxpayers than in an adversarid setting such as audit and litigation.

The APA process has proven a vauable way for the Service to learn more about taxpayers
businesses, and their concerns and difficulties in attempting voluntarily to comply with their tax
obligations. This experience can enable the Service to provide better and more timely guidance
about TPM s to taxpayersin genera (not limited to those in the APA Program). A good
example concerns “globa deding” cases. In these cases, aglobd financid inditution or
affiliated group of companies would continuoudy trade securities and other financid products
on atwenty-four hour basis, with responsbility for the “book” of positions passing from
location to location in accordance with the passing of normal business hoursin a given location.
Exigting rules crested uncertainty regarding the gppropriate treatment of such fact patterns. The
Searvice' s early experience with “global dedling” APAswas described in Notice 94-40,
19941 C.B. 351. This Notice described the methods that had been used for a particular type
of globa dedling case. This Notice and further APA experience informed the Sarvice' s
proposed “globa deding” regulations (63 Fed. Reg. 11177 [REG-208299-90] (March 6,
1998)).

The APA Program’s experience aso can help the Office of Associate Chief Counsd
(Internationdl) to provide better advice about TPMsto thefidd. An exampleisthat the APA
Program’ s experience with cost sharing buy-ins (discussed below) hasinformed the Service's
advice given to the field on some audits of buy-ins.

Some types of TPMs used in APAs are discussed below. Firgt, however, here are some
general remarks and concepts.

Creativity

The various TPMs are sometimes used in a creative manner, based on the economic
circumstances and the legitimate concerns of both the Service and the taxpayer. For example,
if an APA’s TPM festures agross margin target for aU.S. distributor that purchases from a
related foreign manufacturer, the Service may be concerned about excessive advertising
expenses. Indeed, since advertising expenses do not affect gross margin, a taxpayer could,
while staying within the prescribed gross margin range, conduct alarge advertisng campaign
that primarily benefits areated foreign manufacturer that owns the brand name. The advertisng
would reduce U.S. operating profit and taxable income, but the benefits of the advertising
would rest largely with the foreign parent. To prevent this Stuation, an APA could specify that,
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for purposes of computing the distributor’ s gross margin, advertisng expenses above a certain
level will be subtracted from sales (and thus decrease the gross margin). Then the taxpayer
could not fredly increase advertisng expenses while staying within its gross margin range.

As another example, an APA using a CPM might specify a particular gross margin range, but
subject to the need to meet a certain operating margin range. (Such a case would have been
counted in Table D1 above as one instance of a CPM with an gross margin profit level
indicator (PLI), plus one instance of a CPM with an operating margin PL1.).

Tested Party

In reviewing the methods discussed below, bear in mind the concept of “tested party.”
Controlled transactions must involve two related parties. With some TPMs, only the results of
one of these parties are tested. For ingtance, consider a parent company that manufactures
products that it sellsto its subsidiary for wholesde digtribution. With the resde price method
under Reg. § 1.482-3(c), only the digtributor’s gross margin istested. With the cost plus
method under Reg. § 1.482-3(d), only the manufacturer’s markup on cost of goods sold is
tested. With the comparable profits method under Reg. § 1.482-5, one party’ s profitability
(normally that of the smpler party, with no or fewer pertinent intangible assets) istested. As
another example, for provision of services under Reg. 8 1.482—2(b), typically only the provider
of servicesistested.

With some TPMSs, the prices or results of both parties are tested. For example, with the
comparable uncontrolled price method under Reg. § 1.482-3(b), the price charged between
the reated partiesistested . Smilarly, with the comparable uncontrolled transaction method
under Reg. § 1.482—4(c), the compensation for intangibles paid between the related partiesis
tested. With profit split methods under Reg. 8§ 1.482-6, and for financid products cases under
Prop. Reg. § 1.482-8, the split of profits between the related partiesis tested in light of each
party’s contributions. With cost sharing under Reg. 8§ 482—7, the parties sharing of cosisis
tested in light of the parties’ reasonably anticipated benefits.

The choice of tested party (together with the choice of TPM) can reflect a choice about how to
dlocaterisk. Consder amanufacturer salling to a controlled digtributor. Testing only the
digtributor (for example, usng a CPM with an operating margin PL1) assgns the digtributor a
particular profit range. The distributor must then earn a profit within that range without regard
to the system prdfit (i.e., the combined profit from manufacturing and digtribution). Thus, the
digtributor might be guaranteed a certain positive profit level even when the manufacturer is
sugtaining substantia osses and the system profit is negative. One treaty partner has cdled this
gtuation “profit cregtion” snce it assigns profit to one party despite an overdl loss. In particular
cases this result may be a correct assignment of risk. However, in some cases one could argue
for asharing of risk, for example a profit split gpproach, in which both parties are tested. A
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profit split gpproach would lead to less “ profit creation” when the system profit is negative and
conversely would give the digtributor more profit when the system profit islarge.

Transactional Versus Profit-Based M ethods

Some TPMSs, such as CUP, CUT, resale price, and cost plus, use comparable uncontrolled
transactions to determine an arm’s length price or range of prices. For example, the CUP
method computes an arm’ s length price or range of prices for the transfer of goods based on a
comparable uncontrolled price for the same or smilar goods. Such methods are called
“transactional” methods. Other methods, such as CPM and profit split methods, use
comparable uncontrolled companies to determine gppropriate aggregate profit levels for the
tested party. For example, the CPM method specifies a particular profitability benchmark for
the tested party. Such methods are called * profit-based” methods. Sometimes a profit-based
method is most reliable because closdly comparable uncontrolled transactiond data are not
avalable

Internal and External Compar ables

For transactionad methods, one can distinguish “internd” versus “externd” comparable
uncontrolled transactions. Internal comparables are based on transactions between a member
of the controlled group being analyzed and an uncontrolled party. For example, to determine
an am’s length price or range of prices for a manufacturer M to sdll a specific good to ardated
disgtributor D, one might consider either the price that M charges unrdlated digtributors for this
good, or the price a which D buys this good from unrelated manufacturers. Externa
comparables are based on transactions not involving amember of the controlled group being
andyzed. In the scenario just given, an external comparable transaction would be a price
charged between a manufacturer and distributor who are not related to each other and are not
members of the controlled group under andlysis. Internd comparables are sometimes
preferable to externa comparables because (1) more complete financial data and/or descriptive
information may be available, and (2) the internd transactions may involve circumstances that
are more Smilar to the circumstances of the transaction being tested.

CuUP

The CUP method has been used when one can identify uncontrolled transactions with the
required degree of comparability between products, contractual terms, and economic
conditions. See Reg. § 1.482-3(b)(2)(ii). If the covered product is acommodity, then publicly
available market data may provide a comparable price that could be used to establish a CUP.
In many other cases, however, data concerning external CUPs is difficult to obtain. Unrelated
taxpayers deding in the comparable product ordinarily would aso ded in other items as well,
and it is sometimes difficult to separate the pricing of the rlevant transactions from the other
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results, based on publicly available data. Thus, in the APA Program’ s experience, there has
been atendency to use internal CUPs.

CUT

A CUT isaCUP for transfers of intangible property. Aswith the CUP method, APAS
applying the CUT method have tended to rely on internal transactions between the taxpayer
and unrelated parties Snce it has often been difficult to identify an externd CUT. For example,
in a case dedling with aroyaty for a nonroutine intangible such as a trademark, it can be difficult
to identify an unrelated party roydty arrangement that is sufficiently comparable, due to the
unique nature of the nonroutine intangibles. (Lesson 2 [not yet written] discusses how to
determine arm’ s length royalty rates))

Resale Priceand Cost Plus

As of December 31, 1999, ten APAs had used atransactiona resale price method, and

another ten had used atransactiond cost plus method. As with the CUP and CUT

approaches, interna comparables tend to be more reliable than external comparables.

However, because product smilarity islessimportant for the resale price and cost plus methods
than for the CUP method (see Reg. § 1.482-3(c)(3)(ii)(B), =3(d)(3)(ii)(B)), externa
comparables in many cases can be used.

It is sometimes hard to distinguish a transactiond resale price method from a CPM with agross
margin PLI (discussed below), and to digtinguish atransactiona cost plus price method from a
CPM with amarkup on cost of goods as the PLI (discussed below). The difference in both
casssis one of degree rather than kind. A transactional method focuses on prices for individua
or narrow groups of transactions, while a CPM looks at profits from broader groups of
transactions or dl of acompany’ s transactions. When dedling with treaty partners that do not
favor a CPM approach, it sometimes helps to use the term “resale price” or “cost plus’ rather
than “CPM”.

CPM

The CPM isfrequently applied in APAs. Rdiable public data on comparable business activities
of independent companiesis often more readily available than potentid CUP data. Also,
comparability of resources employed, functions, risks, and other important considerations for
the CPM method is more likely to exigt than the comparability of product that isimportant for
the CUP method.

The CPM ismost commonly used with a profit level indicator, or PLI (defined below), such as
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operating margin or return on assets, that is based on operating profit. In such cases, the CPM
does not require comparability between the tested party and the comparables regarding the
classfication of expenses as cost of goods sold or operating expenses, since that classification
does not affect operating profit. The cost plus and resae price methods, in contrast, depend on
such comparability. Reg. 88 1.482-5(c)(3)(ii), 1.482-3(c)(3)(iii)(B), 1.482-3(d)(3)(iii)(B).
Also, in such cases the degree of functional comparability required to obtain areliable result
under the CPM is generdly less than that required under the resdle price or cost plus methods.
Because differences in functions performed often are reflected in operating expenses, taxpayers
performing different functions may have very different gross profit margins but earn smilar levels
of operating profit. Reg. 8 1.482-5(c)(2)(ii).

As can be seen from Table D6, severd profit level indicators (“PLIS’) have been used with the
CPM. A PLI isameasure of acompany’s profitability that is used to compare comparables
with the tested party. The regulations specificaly mention only return on assets, operating
margin, and Berry ratio, but sate that other PLIS*may be used if they provide reiable
measures’ of arm’slength results. Reg. 1.482-5(b)(4). The choice of PLI turnson al the
factors contained in the Regulations, including availability and reiability of information, and the
nature of the tested party’ s activities.
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TABLE D6
Profit Level Indicators (PLI19)

PLI Definition

return on assets (ROA)! operating profit divided by the value of assets (normally, only
tangible assets) actively employed in the business?

return on invested capita operating profit divided by the following: the value of assets

(ROIC) (normdly, only tangible assets) actively employed in the business,
minus non-interest bearing liabilities (NIBLS) such as accounts
payable

operating margin (OM) operating profit divided by sdes

gross margin (GM) gross profit divided by sales

Berry ratio® gross profit divided by operating expenses’

markup on total costs operating profit divided by tota costs®

The regulations use the term “return on capitd employed” for thisPLI. That term can be
abbreviated as“ROCE”. The APA Program uses ROCE as a synonym for ROA. However, some
practitioners use ROCE as a synonym for ROIC, on the next line of thistable.

The regulaions use the term “ operating assets” which is defined in Reg. § 1.482-5(d)(6). This
definition does not exclude intangible property. However, the APA Program normaly excludes
intangible property for reasons discussed below and then, to be consistent, excludes amortization of
intangible property from the calculation of operating profit.

3Named after Professor Charles Berry, who used the Berry ratio when serving as an expert
witnessin E.I. DuPont de Nemours & Co. v. United Sates, 608 F.2d 445 (Ct.Cl. 1979). The
regulaions do not use the term “Berry retio,” but the term iswidely used in practice.

“Operating expenses means sdling, generd, and administrative, expenses, including
depreciation. Thisis congstent with the definition in Reg. 8 1.482-5(d)(4).

Since gross profit equas operating profit plus operating expenses, the definition of Berry ratio
given above is equivaent to the sum of operating profit and operating expenses, dl divided by operating
expenses, thisin turnisequivaent to 1 plus the ratio of operating profit to operating expenses.
Therefore, if the company has positive profits the Berry ratio is greater than one.

STota costs, which equals cost of goods sold plus operating expenses, is sometimes referred to
as “fully loaded costs”
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markup on cost of goods sold gross profit divided by cost of goods sold
The first two PLIs listed divide operating profit by abaance sheet figure. The definition of each
bal ance sheet figure is based on tangible assets actively employed in the business. Thisconssts
of dl assets, minus intangible assets such as goodwill, minus investments (e.g., in subsdiaries),
minus excess cash and cash equivaents (e.g., cash and cash equivaents beyond the amount
needed for working capitd). (Practitioners sometimes use dightly different definitions) The
regulaionsinstead use the term “operating assets’ and in turn define that term.® While the
regulations dlow for measuring al companies’ assets on a consgtent bassin terms of ether
book or fair market value, in the APA Program’ s experience one cannot get the fair market
vaue of asstsfor dl companies. Also, while the definition in the regulaions may leave
intangible assats in the asset base, in the APA Program’s experienceit is difficult to include the
tested party’ s and the comparables' intangibles on a consstent basis. For example, intangibles
acquired through purchase normdly are listed on a company’ s books but intangibles devel oped
interndly are not. Therefore, the APA Program normdly leaves intangibles out of the asset
base. To be consstent, the APA Program then excludes amortization of intangible property
from the calculation of operating profit. (That is, such amortization is not counted as an

operating expense.)

Thistype of PLI may be mogt rdiableif the level of tangible operating assets has a high
correlation to profitability. Reg. 8 1.482-5(b)(4)(i). For example, a manufacturer’s operating
assets such as property, plant, and equipment could have more impact on profitability than a
distributor’ s operating assets, Snce often the primary vaue added by a distributor is based on
sarvices it provides, which are often less dependent on the level of operating assets. The
religbility of thistype of PLI can aso depend on the Structure of the taxpayer’ s tangible assets
and their amilarity to those of the comparables, snce different asset categories can have
different rates of return. (For example, fixed assets may be more risky than accounts
receivable and thus command a higher return.) The reliability dso can be diminished if the
comparables vary substantialy from the tested party in their relaive amounts of tangible and
intangible assets, Snce intangible assets are |eft out of the assat base but contribute to
profitability. Fndly, the rdigbility can be diminished if there are problemsin usng book vaues
asaproxy for the fair market values of tangible assets. For example, acompany may have
facilities that show avery low book vaue because of depreciation but in fact are il
subgtantialy productive.

®Reg. 88 1.482-5(b)(4)(1), 1.482-5(d))(6). (This definition applies only to ROA; the
regulations do not mention ROIC.) Also, the regulations mandate using the average of the beginning
and end of year asset levels “unless subgtantid fluctuations . . . make this an inaccurate measure of the
average vadue over the year,” in which case a more accurate measure of that average vaue must be
used. Reg. § 1.482-5(d)(6).
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The difference between ROA anc ROIC isthat ROA focuses on the assets used, while ROIC
focuses on the amount of debt and equity capitd that isinvested in the company. Condder two
companies that each have operating assats totaling $200. Suppose the first company has no
non-interest-bearing liabilities (NIBLS), and the second company has $100 of NIBLsin the
form of accounts payable. Both have operating assets (the denominator for the ROA PLI) of
$200. However, when it comesto invested capita (the denominator for the ROIC PLI), the
first company has $200 while the second company has $100. The first company requires $200
in debt and equity financing; the second requires only $100, since its suppliers are providing the
other $100 needed to run the business. As discussed later in connection with asset intensity
adjustments, many economists who use ROA make an adjustment for NIBLs such as accounts
payable, which narrows the differences in results achieved using ROA and ROIC.

Other PLIs conggt of ratios between income statement items. These include operating margin
(“OM™), gross margin (“GM”), Berry ratio, markup on total costs, and markup on cost of
goods sold. For technicd reasons, the denominator in the PLI" s definition generdly should be
an item that does not reflect controlled transactions. Thus, the operating margin and gross
margin PLIs (which have sdesin the denominator) generdly are used for tested parties (often
digtributors) that sell to unrelated parties, while the markup on costs PLIs (which have tota
costs or cost of goods sold in the denominator) generdly are used for tested parties (often
manufacturers) that buy from unrelated parties. The Berry ratio PLI, which has operating
expenses in the denominator, in principle could be used in ether case.

PL1s based on income statement items are often used when fixed assets do not play a centra
role in generating operating profits. Thisis often the case for wholesde digtributors and for
sarvice providers. Also, income statement-based PL1s may be more reliable when balance-
sheet-based PLIs are unreliable for reasons discussed above. For example, consider a
wholesale distributor tested party and wholesde distributor comparables that each perform a
sgnificant marketing function and hold sgnificant marketing intangibles. Suppose that
compared to the comparables, the tested party holds relatively little inventory and extends
relatively little credit to its cusomers. Then the tested party’ sratio of intangible to tangible
assets may be substantialy greater than the comparables' ratios; as discussed above, in such
circumstances balance-sheet-based PLIs are lessreligble. The tested party’ sintangible asset to
sdes ratio might however be similar to comparables ratios. For example, each company may
have deder networks that have vaue in proportion to sdles. Then each company’ s intangibles
would contribute about the same amount to the operating margin, so that an operating margin
PLI might berdiable.

Operating margin has often been used when functions of the tested party are not closely
matched with those of the available comparables, since differences in function have less effect
on operating profit than on some other measures such as gross profit (see Reg. § 1.482-

5(0)(2)(i)).-
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Conceptually, the Berry ratio represents a return on a company’ s value added functions and
assumes that the company’ s va ue added functions are captured in its operating expenses. This
assumption is more reliable for distributors than for manufacturers. For manufacturers, much of
the value added function isreflected in cost of goods sold. Severd empiricd studies performed
by taxpayers and Service economists suggest that uncontrolled wholesde distributors with
relatively low operating expense to sdeslevels (i.e., beow 10 to 15 percent) report much
higher Berry ratios than companies with higher operating expenseto saleslevels. Thisresult
suggests caution in using the Berry ratio PLI to compare companies with low operating expense
to sdes ratios to companies with higher operating expense to sdes ratios.

In generd, gross margin has not been favored as a PLI because the categorization of expenses
as operating expenses or cost of goods sold may be subject to manipulation, so that a taxpayer
generating sgnificant operating losses could nevertheless show gross margins within an arm's
length range defined by a set of comparables with high operating profits. Further, as
mentioned, functiond differences can make agross margin PLI unreliable.

As mentioned above, for technical reasons, the PLI"s denominator generaly should not reflect
controlled transactions. Therefore, one may consder using a markup on tota codts rather than
an operating margin when total costs reflects controlled transactions but sales do not.” An
example is testing a manufacturer that sdlls to a controlled distributor. Occasiondly, aPLI has
been used that consists of operating profit divided by some subset of total costs. In one case,
for example, product specific taxes reimbursed by the purchaser were excluded from the cost
pool considered. Also, occasionally markup on cost of goods sold has been used asthe PLI.
That PLI shares the disadvantages of the gross margin PLI, discussed in the previous

paragraph.

The choice of PLI is often asubgtantid issue in APA negotiaions. The choice of PLI depends
on the facts and circumstances of aparticular case. The APA Team's andysis often will
consder multiple PLIs. If the results tend to converge, that may provide additiond assurance
that theresult isreliable. If there isabroad divergence between the different PLIS, the Team
may derive ingght into important functional or structurd differences between the tested party
and the comparables. For example, such divergence may lead to adiscovery that the
taxpayer’ s indicated asset vaues are not reliable or comparable, such asin the case of alargdy
depreciated but till valuable asset base.

Hybrid PLI

"Operating margin and markup on tota costs have amathematical relationship such that one

can compute one from the other. Let OM and MTC denote operating margin and markup on total
costs, respectively. Let S, P, and C denote sales, operating profit, and total costs, respectively, so that
S=P+C. Then OM isdefined asP'Sand MTC isdefined asPIC. ThenMTC=PIC=P/(SP) =
(PI9I((S9)-(PIS)) = OM/(1-OM). Similarly, OM = PIS = P/(C+P) = (PIC)/((C/IC+(P/C)) =
MTC/(1+MTC).
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In some cases, one PLI can be transformed into another PLI. The result is a hybrid combining
some features of each. The most common exampleis transforming an operating margin into a
grossmargin. This happens asfollows. Firg, the comparables operating margins are
computed for the analysswindow. (Anadysiswindows are discussed in alater section.) Next,
the tested party’ s operating expenses as a percentage of saes are added to each comparable’'s
operating margin, to compute what the comparabl€ s gross margin would have been if the
comparable had had the same level of operating expenses as the tested party. These
“congtructed” gross margins of the comparables are used to determine a gross margin range for
the tested party for the APA years. (In Table D6, this approach would be counted asusing a
gross margin PLI, since the TPM specifies a gross margin range for the tested party to meet
during the APA years.)

Why isthis hybrid approach used? In the example just given, the taxpayer or tregty partner
may want to use agross margin PLI. For example, ataxpayer may want to use a gross margin
PLI in order to assign more risk to the tested party than an operating margin PLI would® or to
give the tested party more incentive to control operating expenses. As another example, a
treaty partner might in generd object to an operating margin PLI based on its domestic law or
on certain philosophica grounds (e.g., objection to guaranteeing one party a particular
operdaing profit even if the other party sustains substantia losses). Yet it may not be religble to
use the comparables gross margins. For example, there may be questions about whether the
comparables categorize expenditures as cost of goods sold versus operating expensesin the
same way the tested party does. Also, the tested party may perform greater functions (as
reflected in ahigher operating expense level) and thus need a greater gross margin than the
comparables. Backing into a gross margin avoids these issues. One uses the comparables
operating margin, so that there is no issue about how the comparables classify expenditures
between cost of goods sold and operating expenses. Also, adding in the tested party’s
operating expenses implicitly adjusts the gross margin to take into account different levels of
functiondlity.

One can present the approach in this example as using a*“gross margin” PLI to apped to treaty
partners averse to the operating margin PL1. One can even present it asa“modified resale
price’ method to apped to treaty partners that prefer transactional methods to profit-based
methods such asthe CPM. (Recal that, as discussed above, it can be hard to distinguish a
transactiond resde price method from a CPM method using a gross margin PLI.)

8A taxpayer’ s assgnment of risks normally should be honored unlessit lacks economic
substance. Reg. 1.482-1(f)(2)(ii)(A) (“In generd, the digtrict director will evaluate the results of a
transaction as actualy structured by the taxpayer unless its structure lacks economic substance’); Reg.
§ 1.482-1(d)(3)(iii)(B).
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The hybrid gpproach has variant forms. 1n the example just discussed, we transformed an
operating margin range into a gross margin range by adding the tested party’ s operating
expenses during the anadlysis window to the comparables operating margins during the andysis
window. What if instead of adding in the tested party’ s operating expenses during the andysis
window, one added in the tested party’ s operating expenses during each APA year to deriveto
gross margin range for that APA year? The TPM, while nomindly ill using a gross margin,
would then mathematicaly amount to just an operating margin range based on the comparables
operating margins. Even if one labeled this gpproach a“modified resde pricg” method, it might
not be paatable to atreaty partner averse to the CPM or to the operating margin PLI. Asan
intermediate gpproach, one could derive a gross margin range for each APA year by adding in
the tested party’ s average operating expenses over the last few years (perhaps three years).
The TPM, Hill nomindly using a gross margin, would now in substance use something in
between a gross margin and operating margin PLI.

Profit Split

Profit split methods are used most often when both sides of the controlled transactions own
vauable “ nonroutine intangibles,” meaning intangibles for which there are no relidble
comparables. If dl vauable nonroutine intangibles were owned by only one sde, the other
sde's contributions could be reliably benchmarked.

The choice between a profit split approach and an gpproach that assigns one party only a
return for routine functions often represents a choice of how to view the relaionship between
two rdaed entities. Assgning a party only aroutine return implies viewing that party as a mere
service provider; aprofit split, in contrast, implies viewing that party as arisk-taking
entrepreneur or joint venture partner. Normally, the parties own definition of their relaionship
should be accepted unless it isinconsstent with their conduct and the economic substance of
the transactions. Reg. § 1.482-1(d)(3)(iii)(B).

In the bilatera context, a profit split gpproach sometimes makes agreement easier because each
country, by sharing in nonroutine profits, can fed that it is getting a“ piece of the action.” Also,
atreaty partner might favor a profit split gpproach in order to avoid “ profit cregtion” (seethe
discusson of Tested Party earlier in this section on TPMs). Sometimes treaty partners seek a
profit split when the Service believes that the foreign entity should get only aroutine profit. In
some of these cases, the Service has accepted a profit split approach as the only way to settle
the case.

APAs have used both residud profit splits and (very rarely) comparable profit splits, as
described in the Regulations. Under a comparable profit split, the controlled parties tota
profits are split in the same ratio astotd profits are split between * uncontrolled parties engaged
in amilar activities under smilar circumstances.” Reg. § 1.482-6(c)(2). Comparable profit
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litsare generdly difficult to apply because of the difficulty of finding uncontrolled parties with
sufficiently amilar intangibles and circumstances. Only one APA has used a comparable profit

Flit.

Under aresdua profit split, the controlled parties are first each assigned a routine return based
onaCPM andyds. Any remaining system profit or loss is congdered due to nonroutine
intangibles (i.e., intangibles beyond those possessad by the comparable companies used in the
CPM anadysis) and is split between the parties ” based upon the relative value of their
contributions of intangible property to the relevant business activity that was not accounted for
asaroutine contribution.” Reg. 8§ 1.482-6(c)(3). These relative values might be computed
according to the ratio of each party’s* capitdized cost of developing the intangibles and dl
related improvements and updates, |ess an gppropriate amount of amortization based on the
useful life of each intangible” 1d. If these expenditures of the parties are “relatively congtant
over time” and the useful life of the intangible property of al partiesis“approximately the
same,” then the “amount of actud expendituresin recent years may be used to estimate the
relative vaue of intangible contributions.” Id.

In addition, APAs have used as an unspecified method other types of profit splits. Profits have
been solit usng weighted dlocation formulas reflecting factors intended to reflect the relaive
contributions of each party. Some APASs have used factors based on operating assets and
certain operating expenses. Some APAs have used factors described in Notice 94-40,
discussed below under “TPMsfor Financia Products Cases.” (While Notice 94-40 was
written to cover certain financia products cases, the factors discussed there have been used in
non-financia-products cases aswell.)

TPMsfor Financial Products Cases

Various TPMs have been used for financid products cases. One type of financia products
caeinvolves “globd deding,” in which agloba financid indtitution or affiliated group of
companies would continuoudy trade securities and other financia products on a twenty-four
hour bags, with responghility for the “book” of pogitions passing from location to location in
accordance with the passing of normal business hoursin agiven location. These cases have
been handled asfollows:

. As described in Notice 94-40 (1994-1 C.B. 351), many of these APAs have used an
overdl profit olit usng amulti-factor formulato represent the contribution of various
functions to worldwide profits. The factors used have sometimes been compensation
(intended to represent vaue from highly skilled personnd), trading volume (intended to
represent leve of activity), and maturity-weighted trading volume (intended to represent
investment risk).
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. Residud profit splits, as provided in Prop. Reg. § 1.482-8(e)(6), have been applied in
two cases where routine functions, such as back office functions, were readily valued.
The resdud profits were alocated on the bass of a case specific multi-factor formula
smilar to that discussed in Notice 94-40.

. In one case the APA Team determined that the taxpayer’ sinternd profit allocation
method provided an arm’ s length result. In this case, reiability was enhanced because
thisinterna method was used in determining arm'’ s length payments such as
compensation and bonuses. (See Prop. Reg. 1.482-8(e)(5)(iii).)

. In two cases, where al the intangibles were held in one jurisdiction and the other
jurisdictions provided routine marketing functions, a market based transactiona
commission was used as the most reliable measure of an arm’s length return for those
routine services. (This approach differs from the ones abovein that it is not a profit
gplit. The TPM specifiesjust areturn for routine functions, and one jurisdiction retains
al additiond profit.)

A separate group of financid products cases involves U.S. or foreign branches of asingle
taxpayer corporation that operate autonomoudy with respect to the covered transactions. For
example, the different branches might autonomoudy enter into foreign currency transactions
with customers. Pursuant to the business profits articles of the relevant income tax tregties,
severd APASs determined the appropriate amount of profits attributable to each branch by
reference to the branches interna accounting methods. The branch results took into account
al trades, including interbranch and/or inter-desk trades. In order for this method to provide a
reliable result, however, it was necessary to ensure that al such controlled trades be priced on
the same market basis as uncontrolled trades. To test whether this was so, the branch’s
controlled trades were matched with that branch’s comparable uncontrolled trades made at
times close to the controlled trades. A datistical test would then be performed to detect pricing
bias, by which the controlled trades might as awhole be priced higher or lower than the
uncontrolled trades. See the discussion under “Congtructing a Range of Arm's Length Results’
below.

Cogt Sharing

Some APA casesinvolve a cost sharing arrangement (“CSA”) under Reg. 8 1.482—7. Under a
CSA, agroup of related taxpayers can jointly develop intangibles to be jointly owned. For
example, efiliatesin the United States, France, and Japan might jointly develop technology that
each affiliate will exploit in its repective regiond market. A CSA can avoid the need for any
roydties for the jointly developed technology, since the technology is exploited by joint owners.
However, to accomplish thisgoa a CSA must satisfy various requirements for a* quaified”
CSA st out in Reg. § 1.482—7(b). An APA Team sometimes can work with ataxpayer to
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ensure that these requirements are satisfied. One key requirement is that participants share
costs of development in proportion to their shares of reasonably anticipated benefits from
exploitation of the intangible to be developed. The regulations contain complex provisonson
when and how to prospectively or retroactively adjust the cost shares during the life of the CSA
based on changed circumstances or incorrect estimation of benefit shares. Table D9 showsthe
methods of alocating cost sharing payments adopted in APAs completed through December
1999.

Sometimes a CSA involves the transfer of exigting intangibles. For example, the partiesto a
CSA might make use of intangibles that were previoudy developed by one of the participants.
In such cases the party making the intangible avallable must be paid an armv’s length
compensation, or “buy-in" payment, by the other parties under Reg. 88 1.482—7(a)(2),
1.482-7(g). Those regulations state that the value of the intangibles at issue shall be determined
according to therules of § 1.482-1, -4, -5, and -6. However, most of the methods specified in
those regul ations normally cannot be gpplied in a straightforward manner in the buy-in context.®

°Reg. 1.482-4(c) provides for using comparable uncontrolled transactions of intangible
property (“CUT"), involving ether “the same intangible property” or “comparable intangible property.”
Typicdly, dl participants in acost sharing arrangement are controlled, and the intangibles supplied are
not made available to any party outside the cost sharing group, so that the * same intangible property”
approach cannot be used. Typicaly aso, the intangible transfer occurs before the technology is
commercidized, in which case the * comparable intangible property” goproach normaly cannot be used.
(Comparahility of intangiblesis epecialy hard to determine at the precommercid stage, and potentia
comparable transactions likely would be secret.) While the CUT method as presented in Reg. 1.482-
4(c) isthus not often applicable to buy-ins, some buy-in methods discussed below are in part based on
a CUT agpproach.

Reg. 1.482-5 (Comparable Profits Method (* CPM™)) applies to intangible transfers as follows.
A roydty pad for intangibles is deemed to be arm’ s length only if the company paying the roydty is left
with an after-royaty profit that isarm’s length as determined by the CPM. In principle, this approach
could gpply to cost sharing buy-ins paid for by royaties. However, the company paying the roydties
for the preexisting intangibles would aso be an owner of intangibles developed under the cost sharing
arrangement, and it normaly would be difficult to find uncontrolled companies with comparable
intangibles upon which to base the CPM andysis. While the CPM presented in Reg. 1.482-5 isthus
not often gpplicable to buy-ins, some buy-in methods discussed below are in part based on a CPM
approach.

Another specified method is the comparable profit split under Reg. 1.482-6(c)(3). As
discussed above, this method isonly rarely usesble. Applying a comparable profit split to a cost
sharing buy-in would be especidly difficult because “ comparability under this method also depends
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One specified method, the resdud profit split method under Reg. 1.482-6(c)(3), is often
consdered for buy-ins, but this method involves some specid complexities in the buy-in
context. Some other methods have been developed specidly for buy-ins. In some cases, these
methods are based in part on specified methods such as CUT and CPM. These various
methods are discussed later.

Buy-in payments may take the form of alump sum payment, a series of ingdlment payments
based on alump sum up front value, or aroydty on future sales. Reg. 1.482-7(g)(7). On
audit, the taxpayer is normally free to choose the form of payment unless its arrangement lacks
economic substance. See Reg. 1.482-1(f)(2)(i1)(A) (“The digtrict director will evauate the
results of atransaction as actualy structured by the taxpayer unlessits structure lacks economic
substance.”) In the APA context, the Service might argue for its preferred form of payment as
part of the give-and-take of negotiations. Some of the buy-in methods discussed below
naturaly yield alump sum result, while others naturdly yield aresult as a stream of roydties. If
the best method yields alump sum but the taxpayer has chosen aroydty stream, the lump sum
can be converted (with the help of an economist and some assumptions) into aroyalty stream.
Similarly, if the best method yidds aroyaty stream but the taxpayer has chosen alump sum, the
royaties can be converted (again with the help of an economist and some assumptions) into a
lump sum. In practice, taxpayers tend to choose royalty streams.

Table D5 shows buy-in methods used in APAs completed through December 1999. These
methods have been adopted on a case by case basis, depending on the taxpayer’ s facts and
circumstances. Most of these methods, plus some others, are described below in smple form,
omitting many possible complicating issues. In reviewing these methods, please bear in mind
the following consderations.

. Buy-ins presented in APASs often involve U.S.-owned intangibles being transferred to a
low tax jurisdiction, so that the U.S. taxpayer normaly would prefer alower buy-in
amount.

. For some of these methods, the useful life of the intangiblesis often acritical issue. A

longer useful life normally increases the buy-in payment. Often dl intangibles of a
particular type (e.g., basic research, development, marketing intangibles) are assumed
to have the same useful life,

particularly on the degree of amilarity of the contractua terms of the controlled and uncontrolled
taxpayers” Onerardy finds uncontrolled taxpayersin asmilar cost sharing arrangement.
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. Some of these methods consider the expenditures that were made to produce both the
preexigting intangibles and the intangibles developed under the CSA. In order to
determinethevaduein Year Y of expenditures made in the past, the following
caculations are typicaly performed. Fird, the past amounts spent are typically
capitalized (increased in vaue over time by an gppropriate discount rate) until the
associated intangibles are placed in service™® After particular intangibles are placed
into service, the capitaized value of the pertinent expenditures is amortized over time
based on an appropriate estimated useful life and amortization schedule. (Typicdly,
after a certain number of years, the remaining value equas or approaches zero.)

. Some of these methods (residud profit split, capitalized expenditures) use R& D
expenses as a proxy for the absolute or relative vaue of the R& D performed. Implicit
in this gpproach isthat each dollar of R& D spending contributes equdly to the
intangible being developed. However, in some cases dollars spent earlier contributed
more to the intangibles than dollars spent later. The argument is that the successful
earlier R&D isriskier and more pioneering, while the later R&D isamore
graightforward development of the earlier work. This argument depends on the facts
of aparticular case.

For convenience, a party that needs to make a buy-in payment will be caled a“buy-in party”
or “buy-in company,” while a party that provides the intangibles to the CSA will be caled a
“donor party” or “donor company.”

. Market Capitalization

The market capitaization method derives a vaue for adonor company’sintangibles at
issue by starting with that company’ stotd vaue based on its stock price. From this
tota is subtracted the vaue of the company’ s tangible assets, plus the vaue of any
intangibles not at issue. The result isthe vaue of the company’ sintangibles at issue,
expressed as alump sum. This method avoids the issues of useful life and amortization
schedule. This method can be considered as atype of CUT andyss, Snce the stock
price can be considered a price paid by unrelated parties for (among other things) the
intangibles a issue*

1%When expenditures lead to intangibles that can be used to increase profits, the expenditures
and associated intangibles are said to be placed “in service”. For example, if certain R&D leadsto a
product that can be made and sold, the R& D might be considered placed in service when commercid-
scae production begins.

1See FSA 200023014, released June 9, 2000, text accompanying footnote 28.
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Some practitioners object to this method on at least two grounds.*? First, some
guestion whether stock price is areliable measure of value. One concern isthet if the
company’s stock price is volatile, then the result can be subject to large swings based
on the precise date used to vaue the company. Even with such volatility, the stock
price on the date on which the intangibles are trandferred might till be the most religble
measure. However, one might aso smooth out the volatility by usng an average stock
price over atime period near the buy-in date. Determining the most reliable stock price
to use in such casesis asubject for APA negotiations. Another concernisthat the
stock price is determined by outsders who are not the best judge of a company’s
worth, especidly if the company has vauable intangibles of uncertain vaue. One could
respond that the stock price is nevertheless an independent market assessment of vaue.
In particular cases, if ockholders are misinformed, a discounted cash flow method
discussed below might be more rdligble; that method relies on the company’s own
predictions.

Second, practitioners sometimes object that one cannot reliably subtract the proper
amount from the company’s market price. For example, certain intangibles may not be
included in the buy-in and may be hard to value. Also, some intangibles might be only
partly transferred (e.g., a nonexclusive license, perhaps with other limitations), and it
may be difficult to determine the difference between the vaue of those limited rights and
the totd vaue of the intangible.

Exhibit A contains a market capitalization andyss proposed by an APA team. The
andysis firs computes the company’ s tota market value; then subtracts the value of the
tangible assets; and then subtracts the value of the company’ s routine intangibles, which
is computed based on financid ratios of a set of comparable companies (using the
median of the sat of results from the comparables). Findly, the andyss estimates and
subtracts the value of certain nonroutine intangibles that are not the subject of the buy-
in.

A variant of the market capitalization method uses not stock price but a recent
acquisition price for awhole company. Thus, if company D buys company T, whose
assets condst primarily of intangibles, and then quickly trandfers T'sintangiblesto a
CSA, then the price & which D bought T, adjusted downward to reflect any vauein T
not due to the transferred intangibles, might be the most rdliable vadue of the trandferred
intangibles.

Practitioners sometimes focus on the imperfections of this method without considering that
other methods may have equdly great imperfections.
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. Discounted Cash Flow

The discounted cash flow method involvesthe following steps. Firdt, estimate the
revenues and expenses of the buy-in party for each year during the expected life of the
intangible. The estimated expenses will include the party’ s share of costs under the
CSA. Second, estimate an appropriate return each year for that party for routine
functions. Third, compute an estimated resdud profit for each year, which equas
edimated revenues, minus estimated expenses, minus estimated routine return.  Fourth,
using an appropriate discount rate, get a present vaue for the estimated stream of
resdud profits. The discount rate should be gppropriate to the riskiness of the industry
and the R&D involved; the higher the risk, the higher the discount rate. The present
value computed in thisway equas the lump sum buy-in payment.*3

It is often difficult to project these income flows, especidly if the buy-in concerns R&D
dill in an early sage. This problem can make the discounted cash flow method less
religble,

. Residual Profit Split

The resdud profit split (“RPS’) method for buy-in valuation, sometimes proposed by
taxpayers, isa complex variant of the resdua profit split method described in Reg.
1.482-6(b)(2), adapted to the buy-in context. Suppose aU.S. company C and a
foreign affiliate F enter into a CSA, and C makes preexigting technology available to the
CSA. The RPS method yidds a stream of roydtiesfrom F to C, asfollows. Firg, use
the CPM to determine an arm’ s length profit for F based on its routine functions. In
any year Y under the CSA, subtract this routine profit from F s operating profit to
compute aresdud profit due to intangibles. Split thisresdud profit according to the
relative contributions of C and F to F sintangibles enjoyed inyear Y.

To caculate C's contribution, first compute the total of al of C’'s expenditures made to
cregte the trandferred intangibles, with each year’ s expenditures capitdized and
amortized to Year Y. (These expenditures were incurred before the date of the buy-
in.) Thistota representsthe total vauein Year Y of C's contributions to the
presxising intangibles. Multiply that total vaue times F s share of the CSA (i.e, F's

13See John Wills, “Vauing Technology: Buy-in Payments for Acguisitions” Journd of Global
Trander Pricing, Feb./Mar. 1999, pp. 28-34, voicing some taxpayers criticism of this approach, and
R. William Morgan, “Buy-in Payments and Market Vduations,” Tax Management Transfer Pricing
Report (BNA), Sept. 15, 1999, pp. 449-454, defending it.
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estimated share of benefits from the CSA) to get thevaduein Year Y of C's
contributions to the intangibles enjoyed by F.

To cdculae F s contribution, compute the total of al of F s expenditures under the
CSA, with each year’ s expenditures capitdized and amortized to Year Y. Thistotd
representsthe vauein Year Y of F's contributions to its intangibles developed under
the CSA. 1

Under this gpproach, F s share of the resdua will grow with time. F s share will grow
more quickly when short useful lives are used to amortize C's contributions.

Some have criticized the RPS gpproach because it can yield a buy-in price that is much
less than the expected vaue to the buy-in party of the transferred intangibles.

. Declining Royalty

The declining roydty approach computes aroydty stream. Aswill appear, this
gpproach has severd variations.

First, one computes an appropriate royaty rate for immediately after the buy-in, when
no CSA-developed intangibles are in service. Thisinitid royalty could be based on a
CUT andysisif third parties are paying roydties for the same intangibles that are being
transferred to the CSA. Alternatively, the initid royaty could be computed by
subtracting aroutine profit level (based on a CPM andysis) from the actud profits just
before the time of the buy-in to determine the residud profit due to the intangibles.

Next, theinitial royalty rateis decreased over time. It could be decreased according to
an edimated useful life and amortization schedule (eg., Sraight line) for the intangible
assets transferred to the CSA. Alternatively, it could be decreased by a cdculation
smilar to the caculation made for the RPS method discussed above. That is, for any
Year Y, theinitid roydty will be multiplied by afraction (1) whose numerator N isthe
vaue of the donor party’ s contributions to intangibles under the CSA, capitalized and
amortized to Year Y, and (2) whose denominator isthe sum of N and the vaue of the
buy-in party’ s contributions to the share of the pre-exigting intangibles enjoyed by the
buy-in party, capitalized and amortized to Year Y.

“We do not need, as we did with C's expenditures, to multiply thistotal by F's share of the
CSA. Thereason isthat we counted from the beginning only F s own contributions to the CSA, which
equals that amount of intangible development expenditures that would be alocated to F s use.
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Under the declining royaty approach, the roydty rate does not depend on the buy-in
party’s operating profits. In contrast, under the RPS approach no royaties are paid in
apaticular year unless the buy-in party has operating profits.

. Capitalized Expenditures

The capitaized expenditures method computes the buy-in as smply the amount of
expenditures that generated the intangibles a issue, capitaized and amortized to the
buy-in date. Since these expenditures typically are primarily for R&D, this method is
sometimes called “ capitdized R&D”.

Rdative to other methods, this method tends to produce alow vaue for the buy-in. In
some cost sharing APAS, the R& D that generated the intangibles in question was quite
successtul, so that its value as of the buy-in date may be substantialy more than the
capitalized and amortized values of the R& D expenditures. In such cases, the
capitalized expenditures gpproach provides afigure that is lower than afair estimate of
the intangible s vaue.

One refinement of this method acknowledges that the vaue of the R& D may be
subgtantialy more than the capitalized and amortized costs. This method uses
comparable companies to derive aratio of intangible asset vaue to capitdized and
amortized expenditures on those intangibles. One might choose comparables that were
acquired by other companies, so that one could make use of public financid data
relating to the acquidtion. (If acquired companies are used, the method is sometimes
cdled “ comparable acquistions’.) One then multiplies thisratio by the tested party’s
capitaized and amortized expenditures related to the intangibles a issue to estimate the
vaue of those intangibles as of the buy-in date. ™

Services

APASs concerning the provision of services have applied Reg. 81.482-2(b)(3) to determine an
arm'’ s length charge for such services. In genera, services have been charged out at cost when
they were not an integra part of the business activity of ether the party rendering the services
or the recipient of the services. In cases where the services were integral, or where it was
otherwise determined that parties dedling at arm’ s length would not have charged just the cost
of sarvices, the tendency has been to use a CPM with amarkup on total costs PLI to determine
aspecific arm’ s length compensation rather than arange of compensations. In Sx cases

15See William Finan, “Rdiably Determining a Buy-In Payment Under Code Sec. 482,” Journd
of Globd Transfer Pricing, February-March 1999, pp. 12-27.
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completed through December 1999, other methods of determining an army’ s length
compensation have been determined to be the best method, as seen in Table D2.

Services provided should be compensated only if the recipient would have paid for them at
am’'slength. If aparent provides services for asubsidiary that are duplicative with services
that the subsidiary dready performs, or are otherwise unnecessary, then the services should not
be compensated. For example, suppose a parent audits its subsdiary to satisfy its own
investors or lega requirements, but the audit duplicates an audit the subsidiary performed on its
own. Thistype of expenseiscdled “stewardship,” sinceit is performed by the parent asa
geward for its own investments rather than to benefit the subsidiary. The parent should bear
the cost of this expense.

SELECTING COMPARABLE UNCONTROLLED COMPANIES OR
TRANSACTIONS (COMPARABLES)

At the core of most APAs are comparables. The APA program works closely with taxpayers
to find the most reliable comparables for each covered transaction. In some cases, CUPs or
CUTs can be identified, with the attendant product- or intangible-specific analyss of
comparability and rdigbility. Inthe APA Program’s experience, CUPs and CUTSs have been
most often derived from interna transactions of the taxpayer. But other cases have used third
party CUPs or CUTsfrom externa transactions.

In other cases, comparables can be identified using the cost plus or resale price methods, with
the requisite andysis of functiona and accounting comparability.

In il other cases, comparable business activities of independent companies are used in
applying the CPM or residud profit split methods. For these profit based methods, where
comparable business activities or functions of independent companies are sought, the APA
Program typically has applied athree part process. Firgt, apool of potential comparables has
been identified through broad searches. Second, companies having transactions that are clearly
not comparable to those of the tested party have been diminated through the use of quantitative
and qualitative andyses, i.e., quantitative screens and business descriptions. Then, based on a
review of available descriptive and financia data, a set of comparable companies or
transactions has been findized. Third, the comparability of the findized set has then been
enhanced through adjustments (discussed later).

Sear ching for Potential Compar ables

Comparables used in APAs can be U.S. or foreign companies. Whileit iseaser to identify and
obtain descriptive information and relidble financid data on U.S. companies, sometimes some
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or dl of the mogt reliable companiesto use are foreign. (For example, to test a controlled
foreign distributor, uncontrolled distributors in the same market may be most comparable)) In
generd, comparables have been located by searching a variety of databases that provide data
on U.S. publicly traded companies and on a combination of public and private non-U.S.
companies. Table D7 summarizes some of the common databases used for existing APAS.
These databases are searched usng a combination of industry and keyword identifiers.

TABLE D7

Comparables Databases Used in APA Analyses

VENDOR’ DATABASE? COVERAGE
Bureau van Dijk Amadeus European companies
Jade Japanese companies
Fame U.K. companies
Disclosure SEC U.S. public companies
(primerily)
CanCorp Canadian companies
Worldscope globa companies
Moody’'s Domegtic U.S. public companies
| nternational non-U.S. companies
Standard & Poor’s Compustat (Research U.S. & Canadian public
Insgght North companies (primarily)
America)
Globa Vantage (Research non-U.S. companies
Ingght Globd)

aMany vendor s now package their data with more than one type of access software. For example, Disclosure
offers SEC data as Global Researcher and Piranha. Thistable attemptsto show the major databases without
regard to the“ front-end” software used to access them. In addition, it does not show vendors such as Lotus, who
package existing databases together in products such as“ One Source.” Also, acquisitions and strategic
relations among vendor s sometimes make it hard to keep track of who owns a particular database.

Although potentia comparables were most often identified from the databases listed above, in
some cases comparables were found from other sources. Chief among this group are potentia
comparables derived interndly from taxpayer transactions with third parties. In just over 10
percent of al APAs concluded through December 1999, transactions were evauated using
interna potentialy comparable uncontrolled transactions. In afew cases comparables were
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found based on trade publications in specific industries, proprietary databases maintained by the
taxpayer’ s representative, and the taxpayer’ s information on competitors.

Taxpayer representatives often have substantia resources for identifying potential comparables.
Also, the APA Program prefers when possible to work with reasonabl e approaches proposed
by the taxpayer rather than to start from scratch. For both of these reasons, the APA Program
often relies to alarge extent on ataxpayer’ s comparable searches. However, even when
working from a taxpayer’ s search, the Service’ s APA Team will conduct its own searches
when appropriate.

Selecting Compar ables

Scrutinize Potential Compar ables

Theinitid lisgt of companies from database searches can yield a number of companies
whose business activities may not be remotely comparable to those of the entity being
tested. Therefore, so called “ comparables’ based solely on SIC or keyword searches
are amogt never used in APAs.

Rather, pools of initialy identified companies are accepted or rejected as comparables
based on a combination of quantitative and qualitative screens, business descriptions,
and other information found in a company’s Annua Report to shareholders and filings
with the U.S. Securities and Exchange Commission (“SEC”).26 (The application of
multiple guantitative screens to salect comparables, without also andyzing descriptive
information about the companies, generdly has not been acceptable APA practice))
Normaly, functions, risks, economic conditions, and the property (product or
intangible) and services associated with the transaction must be comparable.
Determining comparability can be difficult, and is often at the heart of the APA Team'’s
work."’

Selecting a Set

18Sd ection criteria are sometimes less specific for non-U.S. companies because thereis
normdly less publicly available descriptive information.

YCompanies sometimes have financia data broken down by business line or geographic units.
Sometimes omitting one or more business or geographic segments can make a company more
comparable to the tested party. Thus, through the use of segmented data, an otherwise unacceptable
potential comparable might become acceptable. While such segmented comparables might be used in
some cases, segment data is sometimes unreliable; the reliability must be examined on a case-by-case
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For selecting afina set of comparables, the sandard in the regulations is that one
should sdlect the most comparable and reliable potential comparables, and only include
potentia comparables that are not “sgnificantly” less comparable and religble than the
best ones available.’® However, this standard is susceptible to different interpretations,
and choosing a set of comparablesis an art rather than a science.

In this regard, we should distinguish two stuaions. Thefird isthe rare case when some
comparables are of high enough quality so that the army’ s length range would include dl
of their results’® In such cases one normally should use those comparables to the
excluson of others, which normaly would be deemed “sgnificantly” less comparable or
religble. In principle, even just one such comparable would make an acceptable st,
athough ataxpayer might prefer to have more comparables so as to define a range of
arm'slength results ingead of a single point.

The second, more norma Situation is that no such high quality comparables exist. In
such cases, where even the best comparables give one some uneasiness, there can be
“drength in numbers” Thus, including some additional comparables that seem to be
somewhat less comparable or reliable than the best ones can yidd alarger set of
comparables that produces amore reliable fina result. When aninitia set of
quantitative and quditative screening criteriayidded asmal set of comparables, the
APA Team would often consder waysto relax the criteriato get a somewhat larger
Set.

Thereis no magic number of comparablesto include. Asarough guide, having thirteen
or more would cause no uneasiness, having eight would cause dight unessiness, and
having only four would cause more substantid uneasiness. But these are just rough
guides. Many APAs have used arange based on eight or fewer comparables, and
some have used arange based on four or fewer comparables. Sometimes no additiona
comparables can be found of even roughly the same comparability and rdiability asthe
best ones.

18“The arm’s length range will be derived only from those uncontrolled comparables that have,
or through adjustments can be brought to, asmilar level of comparability and rdiahility, and
uncontrolled comparables that have a sgnificantly lower level of comparability and reiability will not be
used in establishing the arm’slength range.” Reg. 1.482-1(e)(2)(iii).

¥For such comparables, “it islikely that al materia differences have been identified” between
the uncontrolled comparable and the controlled transaction. Further, each identified difference has“a
definite and reasonably ascertainable effect on price or profit, and an adjustment is made to eliminate
the effect of each such difference.” Reg. 8§ 1.482-1(e)(2)(iii)(A).
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. Criteria Used

The APA Program has gpplied acombination of criteriato determine comparability of
economic conditions. Specificdly, it frequently has combined a* same industry”
criterion with criteriafocusing on the level of market served, the maturity of the
company (minimum or maximum number of years of operation), and/or the market
served (minimum or maximum percentage of saes in a geographic area and/or
percentage of government sales.)

In addition, the APA Program has generaly required the potential comparablesto have
complete financid data available for a gpecified period of time. Sometimesthis has
been three years, but it can be more or less, depending on the circumstances of the
controlled transaction and the availability of good comparables. Thereisatenson here.
On the one hand, good comparables are often scarce, and requiring a potential
comparable to have complete financid datafor severa years can diminate a company
that would make a good comparable. On the other hand, data from avery few years
might represent atypica years of a company subject to cyclicd fluctuaions in business
conditions. Also, acomparable with data available for only a short period of years
might be in a startup or shutdown period (and thus perhaps not sufficiently comparable
to the tested party, assuming thet the tested party during the APA yearsis not
undergoing startup or shutdown activities).* Further, allowing comparables that do not
have complete data for the whole analysis window presents the issue of how to weight
that comparabl€e' s results compared to other comparables’ results (see the next section,
on andyss windows).

Many additiond criteria and/or screens have been applied in many cases. Oneisa
sdesleve screen. Theraiondeisthat very different sdeslevels or transaction Szes
might involve fundamentaly different economic conditions (e.g. different economies of
scde, different negotiating power with suppliers and customers).

Another criterion is product amilarity. Transactions involving different types of
products can face different economic conditions. The importance of product
comparability depends on the transfer pricing method being used (Reg. 8
1.482-1(d)(3)(v)). In using methods that rely on the identification of comparable
uncontrolled companies, the APA Program has generaly required less product
comparability than when using methods that rely on comparable uncontrolled
transactions. Nonetheless, product comparability, as determined from publicly

2The lack of data does not always indicate startup or shutdown. For example, acompany can
be acquired, after which there will be no more data available.
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avallable corporate information, has often been used as a selection criterion when
possible for uncontrolled companies.

Y et another criterion isfinancid distress. Companiesin financid distress often have
experienced unusual circumstances that would render them not comparable to the entity
being tested. Recent thinking in the APA Program isthat an unfavorable auditor's
opinion or bankruptcy during a particular year normally would make a company not
comparable for that year with atested party thet isnot in Smilar distress. However,
operating losses should not iminate a potential comparable unless some additiond
factors are present. See Exhibit B.%

An additiona important class of sdection criteriainvolves the development and
ownership of intangible property. When the tested party does not own significant
manufacturing intangibles or conduct significant research and development (“R&D”),
severd criteria have been used to diminate potential comparables that have sgnificant
manufacturing intangibles or conduct Sgnificant R&D. These selection criteria have
included determining the importance of patents or screening for R&D expendituresasa
percentage of sdles or cogts. Quantitative screens generaly have been used together
with publicly available descriptive information on the comparables.

Sdlection criteriarelating to asset comparability and operating expense comparability
have sometimes been used. A screen of property, plant, and equipment (“PP&E’) asa
percentage of sales or assats, combined with areading of a company’s SEC filings, has
been used to help ensure that distributors (generaly with lower PP&E) were not
compared with manufacturers (generaly with higher PP&E), regardless of their SIC
classfication. Smilarly, atest involving the ratio of operating expensesto ether sdesor
total costs has helped to determine whether a company undertakes a significant
marketing and digtribution function. (However, in some cases lower or higher ratios of
operating expenses to sdes may indicate increasing or decreasing saes, respectively,
rather than functiond differences) Thistest has most often been used when complete
descriptive information about a company’ s functions was not available.

DECIDING ON THE ANALYSISWINDOW AND RELATED MATTERS

As described in the next three sections, the comparables’ results are adjusted as needed; the
adjusted results are used to determine an arm’s length range; and the taxpayer’ sresults are

Z'Memorandum of January 9, 2001, from Robert Weisder to APA Program Professiond Staff
re: “CPM Comparables Abnormal Profit Levels Minutes of Meeting of September 21, 2000”.
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tested againgt the arm’ s length range. Before dl that can happen, however, one must decide
the time period over which to compute the comparables’ results, and certain related technica
detalls.

In an audit context, for which the regulations were written, this choice of time period tends to
be fairly straightforward. Ordinarily, the comparable results “ occurring in the taxable year
under review” will be used to test the tested party’ sresults for that year. (By thetimea
particular year is audited, comparables datafor that year are admost aways available.)
However, certain circumstances warrant consideration also of data from the comparables or
the tested party “for one or more years before or after the year under review.” Normaly, the
same period is used for both the comparable data and the tested party data. Circumstances
warranting the use of multiple year data include business cycles, product or intangible life
cycles, and data availability issues. Reg. 1.482-1(f)(2)(iii) . When a CPM is used, “datafrom
one or more years before or after the taxable year under review must ordinarily be considered.”
However, “multiple-year data ordinarily will not be considered” when using the CUP method.?

The APA context is more complex, and is not directly addressed in the regulations. The reason
isthat, because APASs are prospective, there is usualy a mismatch between the period for
which the comparables datais used (the “anayss window”) and the period during which the
tested party’ s results are evaluated (the “ APA period” or “APA years’). For example,
suppose that a cdendar year taxpayer applies for an APA covering 2000-2004 on the last
possible date, gpproximately September 15, 2001. The comparables analysisin the

taxpayer’ s gpplication probably would not include comparable data going beyond the year
2000. The taxpayer might propose an andysis based on comparable data for 1998-2000.

In principle, it is possible to reduce this mismatch by updating the comparables’ results asthe
APA period progresses. For administrative smplicity, there might be only one update. Thus,
in the example just discussed, the arm’ s length range applicable to years 2003 and 2004 might
be recomputed in 2003 based on the comparables' results for 2000-2002. While this
gpproach has occasiondly been used, it is fraught with problems. How can one be sure thet the
companies saected remain comparable to the tested party? Some might, for example, make
magor changesto their business. The Service and the taxpayer might disagree about particular
companies. What if some or dl of the origind comparable set do not have data available for
the new anaysis period because they merged or went out of business? Then one might need to
perform anew comparables search.

ZMultiple-year results of a controlled recipient of intangible property are also considered under
the periodic adjustment provisons of Reg. 8§ 1.482-4(f)(2). That section is concerned with the
gatutory requirement under IRC § 482 that the compensation for an intangible be commensurate with
the income attributable to the intangible. Lesson 2 will addressintangibles.
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The APA Program typicdly hastried to use as late an analyss window as possible, to reduce
the mismatch between the andlysis window and the APA period. Sometimes, for this reason,
the comparable data have been updated with data from more recent years as the negotiations
progress. The benefit of doing this must be weighed againg the effort required on the
taxpayer’s and the Service' s part to get and use the updated data (and to verify that the
companies are till good comparables for the later years).

The APA Program generdly has used multiple year comparable data when applying the CPM.
Typicdly at least three years have been used. For industries with long business or product
cycles, longer periods such asfive years have been used.

There are technica issues about how to use multiple year comparable data. The regulations
express a preference for averaging each comparabl€ s results over the andysis window, and
then using those average vaues to congtruct an arm’s length range. Most APAsfollow this
approach. Normally the averaging is done after asset intendity and other adjustments are
performed as described in the next section. That is, first each year’ s results are adjusted, and
then the adjusted results for each year are averaged. It is possible, however, to first average
the results (using the welghted average approach described below) and then perform the
adjustments.

Different Ways of Averaging

There are different ways to do the averaging. Oneisasimple average. For example, if a
comparable had operating margins of 3.0, 3.3, and 3.6 percent during years 1, 2, and 3 of a
three year andyss window, asmple average would yield an operating margin of
(3.0+3.3+3.6)/3, or 3.3 percent.

Another gpproach isaweighted average. Thisterm means different thingsto different people.
The APA Program uses this term to mean weighting each year’ s result by the denominator used
inthe PLI. To continue the above example, suppose that sales (the denominator used in the
operating margin PLI) were 100 in year 1, 200 in year 2, and 300 in year 3. Then aweighted
average operating margin would be:

3.0100 + 3.3*200 + 3.6*300
100+200+300

= 30+6.6+10.8
600

= 204
600
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= 34

The result is higher than the smple average (3.3) because the more profitable years have more
sdes and are thus weighted more heavily. As can be seen below, a salesweighted average of

the operating margins for each year is mathematicaly equivaent to dividing the total profits for
the period by the total salesfor the period.

Year 1 Year 2 Year 3 Total

Sdles 100 200 300 600

Operating Profit 3.0 6.6 10.8 20.4
Operating Margin 3.0 3.3 3.6 34

APAs have tended to use weighted rather than smple averages. The philosophy behind a
weighted average isthat years of greater activity make more contribution to a company’ s profit
picture. Thus, in the above example, for the andysis window as a whole the company achieved
aprofit of 3.4 percent of sdes. Aninvestor generally would care about this overdl figure rather
than about individua year results. However, some prefer asmple average for the following
reasons. Each year’ s result can be considered an observation of the same vdidity as any other
year’ sresult. Indeed, we welght comparable companies the same even when they have
different transaction volumes, so to be consstent arguably one should do the same for individud
comparable years. In thisregard, some comparables saes might jump because of mergers or
acquisitions; it is not clear that the results of the new, larger company should be weighted more
heavily than the results of the origind company.

Some use the term “weighted average’ to denote weighting years on other grounds, for
example weighting more recent years more heavily because they are closer to the APA period.
APAs have not tended to use such weighting, dthough in particular casesiit could be

appropriate.

An alternative to aver aging each comparabl€ s result over the analysiswindow is
“pooling”. Pooling works asfollows. Suppose that there is a three-year andyss window, and
that there are ten comparables. Then each comparable s result for each year istrested as a
Separate result. Assuming that the data were available for each year for each comparable,
there would be thirty results. These results are then ranked. One could then use an
interquartile range or other appropriate range derived from these thirty results. Pooling can
produce somewhat different results from averaging. The differences depend on the profit
variations between comparables and between years, and which company-years have missng
data. Pooling does not systemdticaly bias the median but tends to yield awider interquartile
range. The wider interquartile range can make pooling gpped to taxpayers.
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Pooling is not favored under the regulations. In recent years, pooling has only occasionaly
been used in APAs. The APA Program’s policy isto generdly use averaging, and to use
pooling only if specid circumstances suggest thet it will yield a more reliable result than

averaging.

Pooling might be considered in cases in which some of the comparables are missing data for
some years in the andysswindow. Suppose thereis afive-year andyss window, and the
selected comparables have data available for three, four, or five of those years. If averaging
were used, one comparable’ s results based on only three years of data would be weighted the
same as another comparabl€' s results based on five years of data. One might argue, however,
that the results based on three years of data should be given lessweight. One way to weight
less the comparables with only three years of datais by pooling, sSince each comparable then
contributes as many observations asit has years of data available?

Even in cases of missing data, however, the APA Program will consder pooling only when the
taxpayer can make a specific showing that the comparables with less years of data should be
weighted less. For example, ataxpayer might show that the comparables are subject to strong
cyclical variations, so that results based on fewer years are lessreligble. On the other hand, if
the mgor profit variations are between companies, with each comparable’ s profit leve farly
gtable over the analysis window, then there would be no need to weight less the comparables
with fewer years of data.

Sometimes taxpayers make the following argument for pooling. One cannot expect atested
party’ s annud results to meet an arm’s length range derived from comparables average results
over multiple years, since those average results reflect a smoothing out of year-to-year
variations. Thus, if the tested party’ s results are tested on an annua bas's, then the arm’ s length
range should be derived from comparables annud results (e.g., pooling) rather than
comparables average results over multiple years. If ataxpayer makes such an argument, the
APA Program normally would consder testing the tested party’ s results over a multiple year
period rather than using pooling.

239ince these issues are raised by including comparables that lack data for the whole analysis

window, one might consider excluding those comparablesin the first place on the ground thet the less
than complete data makes them unrdliable. However, there may be a shortage of good comparables,
and certain comparables with some data missing may otherwise appear quite good. The selection of
comparables is discussed in the previous section.
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ADJUSTING THE COMPARABLES RESULTSBECAUSE OF
DIFFERENCESWITH THE TESTED PARTY

After the comparables have been sdlected, the regulations require that “[i]f there are materid
differences between the controlled and uncontrolled transactions, adjustments must be made if
the effect of such differences on prices or profits can be ascertained with sufficient accuracy to
improve the reliability of theresults” Reg. § 1.482-1(d)(2).

Asset Intensity Adjustments

Onetype of adjustment has been varioudy caled an “asset intengity,” “baance sheet,” or
“working capitd” adjustment. This adjusiment is performed when a CPM is used, either by
itsdlf or as part of another method such as aresidud profit split.

. Reason for the Adjustments

Two concepts underlie the need for asset intengity adjustments. the firgt isthat the
amount of capita actively employed in abusiness normdly affects a company’s
economic profit and expected return. The second is that hidden interest included in a
company’ s expenses or revenues should be removed. These concepts are explained
below.

The PLIs used with the CPM exclude explicit interest paid and received. Thereasonis
that the oneis comparing profitability of operations. For example, consider three
companiesidentica in al respects (e.g., working capita requirements, functions
performed, sales, products, market, levels of accounts payable) except for capital
gructure. Thefirst is completely financed by equity that provides for al working capita
needs, with enough |eft over to purchase a certificate of deposit that pays interest equa
to one percent of sdles. The second is completely financed by equity that provides for
al working capita needs, with nothing left over. The third meetsits working capital
needs partly by equity and partly by taking out along term loan on which it paysinterest
amounting to one percent of sdles. These companies before-interest profits will be the
same, while their after-interest profits will be different. For transfer pricing purposes,
these companies should be earning the same profit from operations, independent of
their capitd structure. Therefore, the PLIS used to compare companies are defined to
reflect profits before interest.

However, while the amount of money Stting in along term deposit or owed on along
term loan does not affect the profit earned from operations, the amount of capital
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actively employed in the business does. Actively employed capita can increase
operating profitsin various ways. It can let acompany:

. offer credit to customers, who will then pay imputed interest in the purchase
price, which will increase the reported operating profit.

. pay suppliers more promptly, resulting in lower prices, which will increase the
reported operating profit.
. hold more inventory, which can mean buying in bigger quantities from suppliers

and/or offering quicker response to customers needs. Both of these actions
will increase reported operating profit, snce the suppliersinvolved will offer
discounts and the customers involved will pay a premium.

. own facilities and equipment that can increase operating profit.

Asst intengty adjustments are designed to adjust nomind profit levels to reflect that
companies with higher levels of actively employed capitd are expected to have higher
profit levels. Typicaly, when one makes asset intengty adjustments, one assumes that
the extra capita in question increases operating profit by an amount equd to the
company’s cost to carry the extra capital.?® The carrying cost has often been defined
as aborrowing rate such as the prime rate, but sometimes a higher rate such asthe
taxpayer’ s weighted average cost of capital would be more accurate.

The asst levels are compared on ardative bass. For example, for PLISwhose
denominator is saes (e.g., operating margin), the APA Program compares companies
on the basis of assets per sales. Thelogic behind this approach isasfollows. If each
dollar of capita employed increases a company’ s operating profit by an amount y, then
D dollars of capitd employed increases the operating profit by Dy, and increasesthe
operating margin (which is operating profit divided by sdes) by Dy/S. Soitistheratio
of D to S (i.e., assets per sales) that determines the effect of the capitd employed on
the operating margin. This concept is behind the name * asset intengity”:  one does not

24For amore complete discussion, Brian Becker, “Capital Adjustments: A Short Overview,”
Transfer Pricing (BNA), Jan. 29, 1997, pp. 613-619.

5A ccording to economic theory, arational company would carry capital only to the extent that
the increased profits at least paid the carrying cost. Under the law of diminishing returns, as the capita
carried increases, each additiona unit of capital increases profits less than the previous unit. A rationd
company will keep employing additiond capitd until, at the margin, the return from the next unit of
capita equas the cost to carry the capitd.
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compare companies absolute asset level, but rather compares their asset ratios or
intengities (in this example, the ratio of assetsto sales).

In some cases the benefit provided by an asset might be much different from its carrying
cost, so that the normd type of adjustment would not be appropriate. For example, a
sudden market downturn could result in the buildup of large unproductive inventories,
and customers in distress might take along time to pay but fail to pay the proper
imputed interest. For adiscussion of thisissue and others, see Exhibit C.2

. Types of Assets Adjusted For

The types of assets adjusted for depend on whether the PLI has an income statement
item in the denominator (e.g., operating margin, Berry ratio, markup on tota costs) or a
bal ance sheet item in the denominator (ROA, ROIC).

. PLIswith an Income Statement Item in the Denominator

The most common assets adjusted for in APAs include accounts receivable,
inventory, and accounts payable (a negative asst, atype of non-interest-
bearing liability), corresponding to the first three bullets above. In practice,
when data has been available, most APAs have included these adjustments,
regardiess of whether or not thelr effect is materid.

Another assat adjusted for in APAs s plant, property, and equipment (PP&E),
corresponding to the fourth bullet above. While this adjustment has been
omitted in many APAS, the current thinking in the APA Program isthat in most
cases this adjustment is gppropriate because additional PP& E normaly enables
acompany to make additional profit. Sometimes the PP& E adjustment is done
using a medium term interest rate while short term interest rates are used for
accounts receivable, inventory, and accounts payable. This difference reflects
that PP& E is alonger-term asset than the others.

Other assets have rarely been adjusted for. However, the current thinking in
the APA Program isthat in principle, virtudly al productive assets actively
employed in the business (including negative assets in the form of non-interest-
bearing liabilities) should be adjusted for. Thiswould include, for example,

’Robert Weisder, memorandum to Study Group on Consistency in Asset Intensity
Adjustments, re: “Partiad Survey of 1ssues,” Sept. 18, 2000.
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cash necessary for working capital purposes, prepaid expenses, and accrued
expenses (a non-interest-bearing ligbility).

Two limitations should be noted. Firgt, interest-bearing assets or ligbilities
would not be included. Interest-bearing assets normaly represent either
passve investments, which are not actively employed in the business, or items
like receivables with an explicit interest charge. When receivables have an
explicit interest charge, the sdes price and operating profit are unaffected by the
credit extended, since the extraincome is recorded as interest income rather
than asinincreaseto the sdes price. Smilarly, interest-bearing ligbilities result
in explicit interest payments rather than, for example, an increased price of
goods from suppliers. Second, intangible assets typicaly should not be
adjusted for because one typically cannot vaue intangibles across companies
on acongstent basis (see the earlier discussion of the CPM using areturn on
assetsPLI).

. PLIswith a Balance Sheet Item in the Denominator

When areturn on assats (ROA) PLI isused, an adjustment is normally needed
to account for differencesin non-interest-bearing liabilities (NIBLS) such as
accounts payable. Indeed, a company with more accounts payable will pay
more imputed interest as part of its purchase price, which will depress operating
profit. This adjustment makes the ROA result closer to the result one would
get usng areturn on invested capitd (ROIC) PLI. Typicdly, the adjustment is
made using a debt rate of return, which is normaly lower than the weighted
average cost of capita that appliesto a company as awhole.’

Given that the NIBL s adjustment is often performed using alower rate of
return, one could then argue that if accounts payable receive a specid lower
rate of return then so should accounts receivable, which are smilar in nature. I
S0, an adjustment should be made to reflect alower return for accounts
receivable. (Regulation 1.482-5(e), Example 5, gives an example of an
accounts receivable adjustment when using ROA.) One might dso arguetheat in
some cases other assets should receive specid rates of return, as reflected by
an gppropriate adjustment. For example, arguably in some cases inventory
should earn a different rate of return than plant, property, and equipment.

27|f the interest rate used for calculating the NIBL s adjustment were the same as the company’ s
overall return on assets, then the ROA and ROIC PLIswould yield the same result.
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Thereisless need for asset intengty adjustments when a return on invested
capita (ROIC) PLI isused. ThisPLI dready accounts for differencesin
NIBLs such as accounts payables, since NIBLs are subtracted from the asset
base. More generaly, the philosophy behind areturn on invested capitd PLI is
that different asset types are fungible, and that regardless of asset mix, the
investors in acompany need a certain return on their investment. Following this
philosophy, one would not assign different rates of return to different asset
types. However, in particular cases one gill might argue for different rates of
return,

Computing the Adjustments

Conceptudly, one can perform adjustments in one of three ways.

1)

2)

3)

Adjust the comparables to the tested party. Adjust each comparable' s result to
be the result the comparable would have had if it had had the tested party’s
asset intengties. Derive an arm’ s length range from the comparables adjusted
results, and test the tested party’ s results againg that range.

Adjudt the tested party to the comparables. Derive an army's length range from
the comparables’ unadjusted results. Before comparing the tested party’s
results againgt that range, adjust the tested party’ s results to be what they would
have been if the tested party had the comparables asset intendities. (If there
are more than one comparable, one might use average asset intensity figures
across the whole set of comparables.)

Adjust both the tested party and the comparables to asset intengities of zero.
Adjust each comparabl€’ s result to be the result the comparable would have
had if its pertinent asset intengties were zero. Derive an arm’ s length range
from the comparables adjusted results. Before comparing the tested party’s
results againgt that range, adjust the tested party’ s results to be what they would
have been if the tested party’ s pertinent asset intengties were zero.

In principle, dl three approaches should yield the same results, except that the second
approach could yield somewhat different results becalise oneis not separately using
each comparable s asset intensities. Thefirst and third gpproaches are most commonly
used. The APA Program typicaly has used the first approach.

The precise formulas used to perform these adjustments have been the subject of much
discusson. Many versons used, differing in various technicd details. Unfortunately,
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thereis no good reference discussing the variations and their pros and cons.
Fortunately, the different formulas tend to achieve Smilar results.

The APA Program has generdly required that tested party’ s and comparables’ data be
compared on afirg-in firg-out (“FIFO”) inventory accounting basis. Although financid
statements may be prepared on alagt-in firgt-out (“LIFO”) basi's, cross company
comparisons are less meaningful when one or more companies use LIFO inventory
accounting methods. Thus, if the tested party and/or comparables have data stated on
aLIFO basis, the data must first be converted to a FIFO basis before any asset
intengity adjustments are done. This conversion is sraightforward; it makes used of the
“LIFO Resarve’ accounting item. This converson directly affects costs of goods sold
and inventories. Since it affects cost of good sold, it therefore affects profitability, even
before asset intensity adjustments are performed.

To compare the profits of two entities with different relative levels of receivables,
inventory, payables, and (in some cases) PP& E, the APA Program has estimated the
carrying costs of each item and adjusted profits accordingly. Although somewhat
different formulas have been used in specific APA cases, Exhibit D presents one set of
formulas used in many APAs. These formulas are used in the APA Program’s
“TPTOOL” software,?® but they do not represent any officid position of the APA
Program or the Service.

The software estimates comparables’ year-average asset levels by averaging the
beginning and end of year levels. Thisisfarly sandard practice in the Service and with
practitioners. However, it can lead to inaccuracies. For example, if adistributor hasa
somewhat seasona business with inventories eevated in the summer, and hasa
December fiscd year end, then averaging the levels from two consecutive year ends
would underestimate the average inventory during the intervening year. In such acase,
one might consider averaging comparables quarterly data®

TPTOOL condsts of areport file and a concepts file, with documentation, that run on
Compustat’ s Research Insight user interface. TPTOOL accesses Compustat’s North American
database for information on comparables. The user inputs the tested party’ s asset intendities and inputs
gopropriate carrying cods. The software then performs asset intendity adjustments (adjusting the
comparables to the tested party) and computes interquartile ranges. The software was initialy
developed in 1997 and 1998 by Robert Weisder of the APA Program, and has been modified some
sncethen. The current documentation consigts of the original documentation dated March 5, 1998,
and a package of emails and memos describing subsequent changes.

2The regulations do not directly address how to compute a yearly average asset level in the
context of asset intengty adjustments. However, in defining operating assets for the purpose of areturn
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The tested party’ s year-average asset levels are also by common practice computed by
averaging the beginning and end of year levels. However, in particular cases a different
approach should be used. Aswith comparables, there may be an issue of seasond
fluctuations. The tested party may have other unusud fluctuations or trends in asset
levels that make the norma approach inaccurate. A practica dternative approach is
sometimes to take the average of monthly levels.

Another issue sometimes arises concerning the tested party’ s asset levels.

Conceptudly, the comparables results and the comparables’ and tested party’ s asset
intengities in the analysis window are used as a proxy for what these results and asset
intengties are expected to be during the (usudly later) APA years. Typicdly the
assumption that the APA yearswill be smilar to the andyss window in this regard
seems reasonable, so that one proceeds on that basis. However, in some casesthis
assumption is not accurate. In one executed APA, the tested party’s receivables
intengity climbed subgtantidly between the andysis window and the APA years. Had
the asset intengty adjustments been recomputed using actua baance sheet amounts, the
computed arm’s length range of operating margins would have changed sgnificantly in
the direction of increased profitability. When that APA came up for renewd, the APA
Team and the taxpayer agreed to perform the asset intensity adjustments for receivables
differently for each APA year, depending on the tested party’ s receivables levd in that
year. In the renewd negotiations, the Service dso argued that certain other tested

party asset intengties during the analysis window were aberrationa and therefore not a
good proxy for expected intengties during the APA period. The Service and the
taxpayer agreed to subgtitute other values for some historica asset intengties, based on
the intengtiesin other, more normal years of the anadlysis window.

. Regulatory Provisons

The regulations recognize the need for asset intendity adjustments but do not extensively
discussthem. In generd, reg. 1.482-1(d)(2) providesthat if “there are materia
differences between the controlled and uncontrolled transactions,” then “adjustments
must be made if the effect of such differences on prices or profits can be ascertained
with sufficient accuracy to improve the reliability of the results”

In discussing the CPM, the regulations under 1.482-5 build on this generd principle.
Reg. 1.482-5(c)(2)(iv) provides:

on assats PLI, the regulations mandate using the average of the beginning and end of year asset levels
“unless subgtantia fluctuations . . . make this an inaccurate measure of the average vaue over the year,”
in which case a more accurate measure of that average value must be used. Reg. § 1.482-5(d)(6).
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Adjustments for the differences between the tested party and the
uncontrolled taxpayers. If there are differences between the tested party and
an uncontrolled comparable that would materidly affect the profits determined
under the relevant profit level indicator, adjustments should be made according
to the comparability provisons of Sec. 1.482-1(d)(2). In some cases, the
assets of an uncontrolled comparable may need to be adjusted to achieve
greater comparability between the tested party and the uncontrolled
comparable. In such cases, the uncontrolled comparabl€e's operating income
attributable to those assets must aso be adjusted before computing a profit
level indicator in order to reflect the income and expense attributable to the
adjusted assets. In certain cases it may also be appropriate to adjust the
operating profit of the tested party and comparable parties. For example,
where there are materid differences in accounts payable among the comparable
parties and the tested party, it will generdly be appropriate to adjust the
operaing profit of each party by increasing it to reflect an imputed interest
charge on each party's accounts payable.

This provision thus recognizes asset level differences as areason for adjustments and
specificdly mentions differences in accounts payable. 1t dso recognizes that one might
as amatter of implementation perform adjustments just to the comparables or to the
comparables and the tested party.*

Two examplesin regulation 1.482-5(e) dso discuss asst intensty adjustments.
Example 5 involves areturn on capita employed PLI and an adjustment for accounts
receivable. The adjustment is Sated asfollows.

Each uncontrolled comparabl€e s operating assetsis reduced by the amount
(relative to sdles™™) by which they exceed [the tested party’ s accounts
receivable. Each uncontrolled comparabl€e s operating profit is adjusted by
deducting imputed interest income on the excess accounts receivable. This
imputed interest income is calculated by multiplying the uncontrolled

The preamble aso sates that “ differences in non-interest-bearing liabilities (such as accounts
payable) that would materidly affect operating profit generdly should be reflected by adjusments to
operating profit to reflect an imputed interest charge on each party’ s liability.” The preamble thus
recognizes non-interest bearing ligbilities as alarger class of assets subject to adjustment, of which
accounts payable is one example.

31t is not clear why this example compares levels of receivables rdaiveto sdes. When using a
return on capita employed PLI, most economists would compare levels of recelvables relative to
capitd employed. The drafters of this example likely missed this point.
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comparabl€' s excess accounts recelvable by an interest rate appropriate for
short-term debt.

Thus, this example specifically mentions accounts receivable and uses a short-term debt
rate to adjust that asset.

Example 6 does not specify the PLI used and assumes differences in accounts payable:

To adjust for these differences, the digtrict director increases the operating
profit of the uncontrolled distributors and [the tested party] to reflect interest
expense imputed to the accounts payable. The imputed interest expense for
each company is caculated by multiplying the company’ s accounts payable by
an interest rate appropriate for its short-term debt.

This example uses a short-term debt rate for accounts payable.

The regulations do not further discuss asset intendty adjustments. While the regulations
touch on some of the issues, they do not provide a developed framework for anayss.
Economic andyss must take over where the regulations leave off.

Other Adjustments

Aside from asst intensity adjustments, other types of adjustments are sometimes performed.
Sometimes the adjustments are done on an individua bass to each comparable (as asset
intengty adjustments are done), and sometimes the adjustments are done to al comparablesin
the sameway. Inthelatter case, oneistypicaly adjusting for a specia circumstance of the
tested party that distinguishesit equally (as far asthe available data indicates) from al of the
comparables.

. Accounting Adjustments

Accounting adjustments are sometimes done to put al companies on a consstent basis.
These adjustments normally are done on an individua basis to each comparable. One
adjusment normally done, dready mentioned above in connection with asset intensity
adjustments, isto put dl companies on a FIFO bass for inventory accounting. Certain
circumstances may warrant other accounting adjustments. For example, companies
may differ in how they treat customer rebates (as a deduction from sdes or an
operating expense) or writeoffs from obsolete inventory (as cost of goods sold,
operating expense, or extraordinary expense). Generdly, such adjustments are made
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only if an accounting issue seems important and if it is possible to get sufficient detato
perform the adjustment.>

. PLI Adjustments

The earlier discussion of the CPM method (in the section on TPMss) explained that one
can partly or fully transform one PLI into another by adding certain financia results of
the tested party to the comparables results. For example, one might compute an
operating margin range for the comparables but then add in the tested party’ s operating
expenses to get agross margin range. Another way to think of this gpproach isthat one
garts with each comparabl€’ s gross margin and then adjusts that gross margin by
adding the difference between the tested party’ s operating expenses and the
comparable s operating expenses. Adding this difference condtitutes an “ operating
expenses’ adjustment, which is done individualy for each comparable.

. Other Adjustments Used

Sometimes adjustments have been performed to account for differencesin currency risk
(to be discussed in Lesson 2) or functions such as R& D and manufacturing.
Occasiondly, there dso have been adjustments for startup costs, geographic market
(see Reg. 1.482-1(d)(4)(ii)), cost of capital variations,® nonroutine intangibles, sles
shocks (i.e., dramatic unexpected changesin sales levels), and product liability. These
adjustments have been evaluated on a case by case basis and made only when doing so
improved the reliability of the results. They are sometimes done individudly for each
comparable, and sometimes done the same way for al comparables.

32During the APA term, before the tested party’ s results are tested for compliance with the
agreed TPM, those results must be put on the same accounting basis as that used to adjust the
comparables (e.g., FIFO inventory accounting, same trestment of inventory writeoffs).

33 Sometimes taxpayers have proposed a geographic market adjustment that isin effect an
adjustment for the different costs of capital to operate in those two markets. If a baance sheet based
PLI isused (e.g., return on assets, return on capita employed), then the comparable’ s returns could be
adjusted based on the difference in cost of capital between the two markets. If an income statement
based PLI isused (e.g., operating margin, markup on total costs), then the comparabl€e' s returns could
be adjusted using avariant of the norma asset intendity adjustments, in which the comparable and the
tested party each have a different carrying cost for the assetsin question. Such amodified asset
intengity adjustment, if proposed by the taxpayer, would require careful scrutiny. One concern would
be to make sure that the approach is sound in business and economic terms. Another concernis that
certain approaches, if accepted in one case, might be improperly extended by treaty partners or
taxpayer representatives to other cases.
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Sometimes an adjustment applies only to some of the APA years. For example, one
case involved a digtributor whose business suffered during a particular year because of
arecessoninits parent’s country. The Service and the taxpayer discussed possible
adjustments to reflect that the distributor would not be expected to earn a normd profit
in that year.

Asamatter of computation, when an adjustment applies only to some of the APA
years (or gpplies differently from one APA year to the next) and the tested party’s
results are tested on amultiple-year basis (as discussed in the section below on testing
and adjudting the tested party’ s results), it is Smpler to make an adjustment to the
tested party’ s results before they are compared to the gpplicable range, rather than
making an adjustment to the range for that particular year. For example, suppose that
an APA specifies an operating margin of 2.0 percent to 4.0 percent, except that for one
year the range would be adjusted downward by 1.0 percent. In that year, one could
for computationa purposes leave the range at 2.0 to 4.0 percent but increase the tested
party’ s result by 1.0 percent before comparing it to therange. Thenitis
sraghtforward to average results from different years, ance they dl are subject to the
samerange. If, for example, the taxpayer must in each APA year meet the range on
the basis of the average operating margin for that year and the two previous years, then
one can Imply average the results for a three-year period (including an increase of 1.0
percent for the specid year) and compare the average to the range of 2.0t0 4.0
percent.

Taxpayers Proposed Adjustments Supported by Regression Analysis

Taxpayers sometimes propose crestive adjustments supported by Statistical regresson
andyds. For example, if the tested party is a Japanese ditributor of scientific
indruments, a taxpayer might present statistical evidence that in thisindustry in Japan
the digtributor’ s profit level increases with the level of imports. The taxpayer would
then propose adjusting each comparabl€' s profit level to what it might have been if the
comparable had had the same level of imports as the tested party. Such arguments can
bevdid. In one bilaterd case, the APA Program included in arecommended
negotiating position such an adjustment based on the effect of sdes fluctuations on
profits. However, these arguments from taxpayers require careful scrutiny as follows.

Firdt, doesthe taxpayer’ s andysis make economic sense? To continue the above
example, suppose the tested party sells only imports because its goods come from its
foreign parent, while the comparables dl sell between 30 and 70 percent imports.
Doesthe levd of imports have the same economic meaning for both the comparables
and the tested party? For example, the comparables might tend to import only certain
specidty products that have higher margins. Thus, comparables with more imports will
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have higher margins. However, the tested party may import afull line of instruments,
mostly unspecidized, fromitsforeign parent. Then ahigh level of imports would not
have the same sgnificance. Also, it isin any event questionable that one can reliably
extrapolate from comparables with 30 to 70 percent imports to the case of 100 percent
of imports* If import level isimportant, perhaps one should seek comparables closer
in this regard to the tested party. (One might still then do the suggested adjustment, but
it would be morerdiable))

Second, is the taxpayer’ s andyss Satisticaly sound? s the regression omitting other
explanatory variables that should be added? Isthe regresson’s sample Sizelarge
enough? Are there corrdations among the independent variables? (If so, anew set of
independent variables must be mathematically congtructed from the existing set to
remove the correlations,) Severd other questions could be asked.

Third, even if the taxpayer’ s andys's makes economic sense and is Satigticaly sound,
bear in mind that the taxpayer may have tried many possible adjusments and carefully
engineered one that gives adesired result. Doesthe taxpayer’ s result seem fair? Also,
might the Service propose other adjustments that might seem equaly judtified but give
opposite results?

CONSTRUCTING A RANGE OF ARM’SLENGTH RESULTS

The types of ranges used in APAs completed through December 1999, are set forth in Table
D8. Thetermsused in thistable are defined below.

3Cf. Reg. 1.482-1(d)(3)(ii)(C), Example 2 (when discounts are given to various uncontrolled
customers depending on volumes, linear extrapolation is not reliable to determine the discount for a
controlled customer with volume much higher than dl the uncontrolled customers).
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TABLE D8
Types of Ranges
In APAs Concluded Through December 1999

Type of Range Number of APAs
Thet Involve This
Type

Full range 5

Interquartile range 41

Interquartile range recomputed after Tukey filter 5

Agreed range 11

Hoor (result must be no less than x) 20

Ceiling (result must be no more than x) 4

Specific result 144

Financid products - Setistical confidence interval to test for interna CUP 16

Arm’sLength Range

Reg. § 1.482-1(e)(1) dates that sometimes a pricing method will yield “asingle result that isthe
most reliable measure of an arm’slength result.” Sometimes, however, amethod may yied “a
range of relidble results” caled the “arm’slength range.” A taxpayer whose results fal within
the arm’ s length range will not be subject to adjustment.

Under Reg. 8 1.482-1(e)(2)(i), such arange is normally derived by consdering a set of two or
more uncontrolled transactions® of smilar comparability and rdliability. If these comparables
are of very high qudity, as defined in the Regulations®® then under Reg. §1.482-1(e)(2)(iii)(A)

The term “transaction” here can include many transactions by one company, considered on an
aggregate basis. See Reg. § 1.482-1(f)(2)(iv) (product lines).

3For such comparables, “it islikdy that al materid differences have been identified” between
the uncontrolled comparable and the controlled transaction. Further, each identified difference has“a
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the arm’ s length range includes the results of dl of the comparables (from the least to the
greatest). However, the APA Program has only rarely identified cases meeting the
requirements for the full range. If the comparables are of lesser rdiability, then under Reg. 8
1.482-1(e)(2)(iii)(B) “the reliability of the andysis must be increased, whereiit is possible to do
30, by adjusting the range through application of avdid gatistica method to the results of dl of
the uncontrolled comparables.” The reiability “is increased when datistica methods are used to
edablish arange of resultsin which the limits of the range will be determined such that thereisa
75 percent probability of aresult faling above the lower end of the range and a 75 percent
probability of aresult falling below the upper end of therange” One such method, the
“interquartile range,” “ordinarily provides an acceptable measure of thisrange,” dthough a
different statistical method “may be applied if it provides amore rdiable measure”® Inthe
case of hilateral APAS, other methods for setting a range have been agreed upon between the
Competent Authorities.

Interquartile Range
The “interquartile range’ is the range from the 25th to the 75th percentile of the comparables

results. The precise definition in the regulations® is somewhat difficult to understand. Table D9
shows how to compute the interquartile range for comparable sets of different sizes. Thetable

definite and reasonably ascertainable effect on price or profit, and an adjustment is made to eliminate
the effect of each such difference.” Reg. § 1.482-1(e)(2)(iii)(A).

3’One gtatistical method occasiondly considered with large sets of comparablesisto assume
that the comparables’ results are arandom sample of alarger set of results with anorma distribution.
One can then use datidtica techniques to estimate that larger set’s median and standard deviation based
on the observed comparables results. By the definitions of normal distribution and standard deviétion,
arange extending 0.675 standard deviationsin either direction from the median will contain 50% of the
members of the assumed larger set of results, with 25% of the members of that set lying above this
range and 25% of the members lying below thisrange.

3“For purposes of this section, the interquartile range is the range from the 25th to the 75th
percentile of the results derived from the uncontrolled comparables. For this purpose, the 25th
percentile is the lowest result derived from an uncontrolled comparable such that at least 25 percent of
the results are a or below the vaue of that result. However, if exactly 25 percent of the results are at
or below aresult, then the 25th percentile is equa to the average of that result and the next higher result
derived form the uncontrolled comparables. The 75th percentile is determined analogoudy.” Reg. §
1.482-1(e)(2)(iii)(C).
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shows arecurring pattern that can be extended indefinitely.® In the table's center and right
columns, 1 denotes the lowest comparable result, 2 denotes the next lowest comparable result,
and so on.

3The table starts with a set of only one comparable and literdly follows the definition in the
regulations. However, for sets of one to three comparables, one might question how meaningful the
definition of theinterquartile rangeis. In those cases, the interquartile range is defined to be the same as
the full range.
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TableD9

Interquartile Ranges

Number of Comparables Bottom of Interquartile Range Top of Interquartile Range
1 1 1
2 1 2
3 1 3
4 average of 1 and 2 average of 3and 4
5 2 4
6 2 5
7 2 6
8 averageof 2and 3 averageof 6 and 7
9 3 7
10 3 8
11 3 9
12 average of 3and 4 average of 9 and 10
13 4 10
14 4 11
15 4 12
16 averageof 4and 5 average of 12 and 13
17 5 13
18 5 14
19 5 15

A vaiant on the interquartile range involves a“ Tukey filter,” asfollows. Fird, the set of
comparablesis used to derive a sandard interquartile range. Then the difference D between
the top and bottom of the interquartile range is computed. Next, al comparables whose results
are more than a certain multiple of D (often the multiple 1.5 is used) outside the interquartile
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range are discarded as“outliers.” Findly, the reduced set of comparables (without the outliers)
is used to compute a second interquartile range, which is then used asthe arm’ s length range.
This gpproach has only occasiondly been used for APAS (see Table D8). The Tukey filter has
been used to diminate companies that were so anoma ous that they arguably should not have
been included as comparablesin the first place. Taxpayers have argued that proper
comparable sdection plus use of the interquartile range should diminate anomal ous companies,
and that adding a Tukey filter is a redundant safeguard that unduly narrows the arm’ s length
range.

Specific Result (“Point™)

Even though a set of comparables could yield arange of results, some APAs have specified a
sngle or specific result, dso caled a“point.” This gpproach has been used in some APAsto
avoid the possibility of manipulation to produce aresult near the bottom of a specified range.
For hilaterd APAS, each country might be concerned about the potential for such manipulation,
making it easier for the two countries to agree on a specific result than on arange. In many
APAsS, the specific point has been the median point of the set of comparables’ results.
However, in some APA cases, arguments for a different point have been made and accepted.

APAs dso have often used a point in establishing aroydty rate. A set of comparables may
yield arange of possible arm’s length roydty rates. However, as a matter of business practice,
companies typicaly fix precise roydty ratesin advance. Therefore, APAS often require a
gpecific roydty rate. Other methods in which a point rather than arange has been used include
CUP, resde price, and cost plus. Sometimes only one comparable transaction is used,*°
yielding a specific result rather than arange. A point has aso been used with CPM and with
profits splits (discussed later). A point has commonly been used when applying the CPM to
determine an arm'’s length markup for integral services.

Floorsand Ceilings

Some APAs specify not apoint or arange, but a“floor” or a“ceiling.” When afloor is used,
the tested party’ s result must be greater than or equa to some particular vaue. When aceiling
is used, the tested party’ s result must be less than or equa to some particular value. Such an
approach has been used, for example, where the TPM is a CPM with operating margin as the
PLI and the comparable transactions reflect certain current business conditions that might
improve. The APA required that the tested party’ s operating margin should aways be above

“The use of only one comparable transaction is more likely when that transaction is an
“internal” comparable uncontrolled transaction, that is, a transaction that involves one of the related
parties under evauation.

-54-



the bottom of the interquartile range, but permitted the operating margin to go above the top of
the interquartile range in case conditions improved.

Floors and cellings are normaly used only in unilatera APAS, to guarantee at least acertain
minimum leve of U.S. income or maximum leved of foreign income. For bilaterd APAS, the
treaty partner normally would object to an gpproach that put aminimum but no maximum on
U.S. income. Current APA Program practice does not favor the use of floors or ceilings.

Approachesfor Profit Splits

APAs have tended to adopt a point rather than arange when applying profit split methods. In
some cases the choice of point or range, or the Size of the range, has been an important

negotiging point.

Comparable Profit Split

In acomparable profit split under Reg. §1.482-6(c)(2), totd profit is plit in the same
ratio as the profit of comparable uncontrolled partiesis split. Typicdly this method
produces a specific ratio of profit split, dthough if more than one set of comparable
parties were used it would be possible to derive arange. (Only one APA has ever
used a comparable profit split.)

Resdual Profit Split

Inaresidud profit split under Reg.8 1.482—6(c)(3), each party isfirs assgned a
routine return, and any resdud profit or lossis split according to each party’ srelaive
contribution of pertinent intangible property. Normaly, the proportion in which to split
the resdud is a specific result that comes from specific vaues assigned to each party’s
intangible contribution.

As normally implemented, this method also uses a specific result for the routine returns.
This gpproach isthe smplest. Then for each APA year, the totd U.S. profit, which
consgs of the U.S. routine return and the U.S. share of the resdud profit or loss, will
be a pecific result. However, in some APA negotiations, the taxpayer has argued that
the regulations entitle it to the interquartile range of each routine return.  Under this
gpproach, any total U.S. profit that results from any combination of routine returns
within these ranges (and from splitting the residua profit or loss as agreed) is deemed to
be arm’slength.

The regulations do not give clear guidance on whether taxpayers are entitled to such
interquartile ranges. Reg. 1.482-1(e) explains that a taxpayer is permitted an arm'’s
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length range, defined by the comparables, which can be ether the full range, the
interquartile range, or some other suitable range. However, this section of the
regulations does not gppear to contemplate a TPM in which two sets of ranges would
be used to generate afind result. Reg. 1.482-6(c)(3)(iii) gives an example of aresdua
profit split in which apoint vaue is used for the routine profit.

. “Profit Creation”

Another issue bearing on the range used in aresidud profit split is what one treaty
partner has called “profit cregtion”. Thisterm term refers to the Stuation in which one
party to a controlled transaction earns a profit even though thereis atotd system loss
from the transactions at issue.** This can occur when thereis aresidud loss after
routine profits are taken. For example, suppose the tested party manufacturer’s
expected routine profit is $4M and the tested party distributor’ s expected routine profit
is$38M, but thereisasystem loss of $2M. Thereisthen aresidud loss of $14M.
Suppose that thislossis split 50/50 ($7M each). Then the manufacturer’ stota profit
will be $4M minus $7M, or -$3M, while the digtributor’ s totd profit will be $8M minus
$7M, or $1IM. The distributor thus makes $1M profit despite a system loss of $3M.

The Service s postion isnormally that if the TPM was properly chosen, such “profit
cregtion” is correct. However, one treaty partner finds such “profit creation” troubling.
To accommodate this concern, the Service in some cases has agreed on congtraints that
minimized the extent of “profit cregtion.” For example, in some cases involving a profit
split range, a condtraint was added that each party’ s profit could not exceed the greater
of (1) zero, (2) the system profit, and (3) the bottom of the range as origindly
determined. Thus, a party could not earn above the bottom of its range if that would
give the party postive profit grester than the system profit.

. Other Profit Splits

The various points just discussed concerning ranges under aresdua profit split could
aso apply to an unspecified profit split Sructured smilarly to resdud profit splits. Such
aTPM would assign aroutine profit to each party and then plit the resdua in some
manner other than according to intangible contributions as would be required for a
resdua profit split under Reg. 1.482-6(c)(3).

Statistical Confidence Intervals

“IThe treaty partner has dso used the term “loss credtion” for the situation in which one party
has aloss despite an overd| system profit. The treaty partner has smilar concerns about “loss
cregtion.” With both “profit creation” and “loss creation,” one party has a profit and the other aloss.
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Some APAs involving financiad products have employed a“ datistical confidence interva” to
compare pricing of alarge set of controlled transactions with a comparable set of uncontrolled
transactions. An exampleisafinancid ingtitution with fairly autonomous branches in severd
countries. Pursuant to the business profits article of the gpplicable income tax tregties and

Prop. Reg. 81.482-8(b), APAs have been executed allowing the taxpayer to alocate profits
between branches with reference to the branches internal accounting methods, taking into
account dl trades, including interbranch and/or interdesk trades. In order for this method to
provide areliable result, however, it is necessary to ensure that al such controlled trades be
priced on the same market basis as uncontrolled trades. To test whether thisis so, abranch’s
controlled trades are matched with that branch’s comparable uncontrolled trades made at times
closeto the controlled trades. A datistica test is performed to detect pricing bias, by which the
controlled trades might as awhole be priced higher or lower than the uncontrolled trades. This
has been accomplished by congruction of a gatistica “confidence interval.” Typicdly atwo-
talled 95% confidenceinterva isused. This means that the controlled trades are accepted as
arm'’s length unless the prices of the controlled trades are so different from the prices of the
uncontrolled trades that random variations would have caused differences of that sze (or
greater) less than 5% of thetime.

TESTING RESULTSDURING THE APA PERIOD, AND
CONSEQUENCES OF BEING OUTSIDE THE ARM’'SLENGTH RANGE

Once an arm’s length range is determined, the results of the tested party or parties must be
measured againg that range. If the results are outsde of that range an adjustment to income
may be warranted and there may be other consequences.

How To Test the Results (Time Period and Averaging)
A preiminary question is the time period over which to test the tested party’ sresults. The

smplest approach isto test each year’ s results againgt the arm’ s length range. Other
approaches involve averaging® over amultiple-year period.*

“2A\verages can be computed on asimple basis (averaging the numerica results from each year)
or on aweighted average basis, which is equivalent to taking total results for the whole period (eg.,
total operating profit divided by tota sdes, to yidd atota or aweghted average operating margin).
These concepts are discussed above in the section on anaysis windows. The weighted average
gpproach is often consdered preferable aince it reflects the taxpayer’ s total results.

Averaging can be mathematicaly tricky if the range is not the same for each APA year. A
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There are different gpproachesto averaging. One gpproach isto require only that the average
results within al the APA yearsin aggregate fdl within the arm’s length range. Another
approach isto use arolling average over anumber of years, for example athree-year rolling
average. With athree-year rolling average, in any given APA year the average results for that
year and the two previous are tested againgt the arm’ s length range. (The testing might start in
thefirs APA year; dterndtively, it might sart in the third.)

Taxpayers often argue for averaging on the ground that their industry is subject to cyclicad or
otherwise fluctuating return. See Reg. 1.482-1(f)(2)(iii)(B) (“ Circumstances that may warrant
condderation of datafrom multiple yearsinclude . . . the effect of business cyclesin the
controlled taxpayer’ sindudtry, or the effects of life cycles of the product or intangible being
examined.”) However, averaging can permit ataxpayer to defer taxable income by deliberately
achieving profits below the range in early years that are averaged with higher profitsin later
years. With some taxpayers this danger is greater than with others. The APA Program’s
policy istha averaging should be done only when justified by particular circumstances. These
circumstances could include, among others, the nature of the industry, the desire to renew a
prior APA on the same bagis, and atreaty partner’s desire to avoid the need for adjustments.
Some circumstances might argue againgt averaging, such as ataxpayer’s gpparent manipulation
of averaging to defer incomein aprior APA.

Sometimes compromise gpproaches are used. For example, ataxpayer may accept a
narrower range in exchange for being tested on an average basis. Or averaging may be used,
but ataxpayer still must on ayearly basi's meet an expanded range.

Sometimes the possibility of deferrd is lessened through the choice of averaging method. For
example, for afive-year APA, athree-year rolling average permits less deferrd than an average
over the whole term. However, rolling averages can pose specia problems requiring cregtive
solutions. Suppose athree-year rolling average is used and the testing startsin the first APA
year. Then ataxpayer could arbitrarily lower its profits for the first two years of the APA term
but till be within the range on a three-year rolling average basis as aresult of high profitsin the
two years prior to the APA term. The Service might congder this non-arm’ s-length behavior.

solution to this problem is to keep the range the same each year and make a pecia adjustment to the
tested party’ sresultsin particular years before comparison with the range. This approach is described
earlier in the section on adjusting the comparables’ results.

43In an audit context, if “data relating to uncontrolled comparables from multiple yearsis used,

data relating to the controlled taxpayer for the same years ordinarily must be considered.” Reg. 1.482-
1(H)(2)(iii)(A). However, as discussed above in the section on anadysis windows, in the APA context
the analysis window (that is, the period of the comparables results) usualy cannot match the APA
period (during which the APA’s TPM applies).
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One compromise is to state that, for purposes of computing a three-year average, the results for
the two years right before the APA period will be deemed not to exceed (for example) the top
of thearm’slength range. Asanother example, suppose that a three-year rolling average is
used, the testing startsin the third APA year, and the APA period isfive years. The taxpayer
could deliberately report very low profits in the first, second, fourth, and fifth APA years but
very high profitsin the third APA year. For example, suppose the operating margin range is 2
to 4 percent, the taxpayer’ s sales are the same each year, and the taxpayer reports the
following results

Year 1 2 3 4 5
Operating Margin Percentage 0 0 6 0 0
Three-year rolling average 2 2 2

While dl three-year ralling averages are within the range, taxpayer’ s operating margin over the
whole term (1.2 percent, the average of the yearly operating margins) is below therange. The
Service might consider this non-arm’ s-length behavior. One way to address this problemisto
add atest that taxpayer must be within the range on an average basis over the whole APA

period.
Consequences of Being Outside the Range

APAs differ asto the consequences when the taxpayer’ s results fal outsde the arm’s length
range. Most APAS permit the taxpayer to make a“ compensating adjustment” under section
11.02 of Rev. Proc. 96-53 (discussed further below) to bring the results within the arm’s
length range. The reason for permitting such adjusmentsisthat it is often difficult for taxpayers
to ensure aresult within the range during its tax year; only after the year’ s end, when complete
accounting data are available, can taxpayers take finad stock of the results* However, the
compensating adjustment mechanism can be abused to avoid estimated tax payments (see
below for the tax treatment of compensating adjustments).*®

“Depending on the particular taxpayer and TPM, thereis awide variation in the precision with

which the taxpayer can hit the range and the effort required to do so.

“5Some hilaterd APAs provided for consultations between the competent authorities asto how

to proceed when taxpayer does not meet therange. The APA Program’s policy is that, while thereis
no objection to agreeing to consult with another competent authority, enforcement of an APA’sterms
(including meeting the range, as well as other provisions such as grounds for revoking and cancdling an
APA) should not depend on approva of another competent authority.
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A compensating adjustment is a payment between related parties, accomplished for example
through actua funds transfer, offsat to an existing intercompany account, or arecharacterization
of dividends. The payment is made after the tax year ends in order to bring that year’ s results
within the arm’ s length range. The payment could ether increase or decrease U.S. income,
depending on whether taxpayer’ s year-end results showed U.S. results below or above the
am’s length range respectively.®® Taxpayers normaly must make compensating adjustments
within 90 days of the due date of the tax return (with extensions) for the year in question, but an
APA can provide for adifferent deadline. If the deadline is met, then no interest is paid or
accrued on the intercompany amount due, and the trandfer is deemed for estimated tax
purposes to occur on the last day of the tax year. (The favorable estimated tax trestment of
compensating adjustments is intended to avoid pendizing taxpayers that despite good faith
efforts did not come within the range during the tax year.) However, thereisno waiver of any
interest due on additiona tax owed as aresult of the compensating adjustment.

Precisdly what adjustment is made? Under Reg. § 1.482-1(e)(3), if ataxpayer’ sresultsfal
outside the arm’ s length range, the Service may adjust the result “to any point within thearm’s
length range.” Accordingly, an APA may permit or require a taxpayer and itsrelated partiesto
make an adjustment after the year’ s end to put the year’ s results within the range, or at the
point, specified by the APA. Similarly, to enforce the terms of an APA, the Service may make
such an adjustment.

Of the APAs that involve arange rather than a point, some provide for adjustment to the
closest edge of therange. This gpproach, normally sought by taxpayers, does not pendize a
taxpayer for missng the range. Some APASs provide for adjustment to the median or some
other point within the range. An adjustment to the median, for example, can discourage
taxpayers from aming for the very edge of the range, sinceif they miss the range they will be
put & the median. An adjustiment to the median aso can discourage ddliberate missing of the
range in an abuse of the compensating adjustment mechanism. Reg. § 1.482-1(e)(3) Sates that
the adjusment is “ordinarily” to the median of the comparables’ results when the interquartile
range is used, and to the arithmetic mean of the comparables’ results when the full rangeis
used.*’

46T axpayers occasiondly seek to adjust their results after the year end even when the year-end

results were within the arm’ s length range. For example, if the armt’ s length operating marginis3to 5
percent, a taxpayer with year-end results of 5 percent might wish to adjust its results down to 3 or 4
percent. An adjustment under these circumstances is not permitted.

4"The rationde for this distinction may be asfollows. When the full range is used, the

comparables are of high rdiability, such that the arithmetic mean of the results is the best point to
choose. When the interquartile range is used, the comparables are of lesser rdliability, so some
comparables may be inappropriate outliers. Using the median instead of the arithmetic mean decreases

-60-



Adjustments are more complex when multiple-year averages are used to test results® One
issue is whether to just adjust the results for the last year of the averaged period, or to
retroactively adjust prior yearsaswel. For smplicity of administration APAs usudly adjust
only the last year, dthough this gpproach can permit taxpayers some tax deferral. Another
issue iswhat Sze adjustment to meke. Typicdly, the adjusment will be that which bringsthe
multiple year average to the nearest point, median, or some other suitable point of the range.
However, when arolling average approach is used, some APAs adjust only enough to bring the
taxpayer’ s result for the latest year to a suitable point within the range, which in some cases can
leave the rolling average result outside the range.

CRITICAL ASSUMPTIONS

APAs include critica assumptions upon which their respective TPMs depend. Critica
assumptions are objective business and economic criteriathat form the basis of ataxpayer’'s
proposed TPM. A critical assumption is any fact (whether or not within the control of the
taxpayer) related to the taxpayer, athird party, an industry, or business and economic
conditions, the continued existence of which is materid to the taxpayer’ s proposed TPM.
Critical assumptions might include, for example, a particular mode of conducting business
operations, a particular corporate or business structure, or arange of expected business
volume. Rev. Proc. 96-53, 8 5.07. Failure to meet acritical assumption may render an APA
ingppropriate or unworkable. As described below, the legd effect of failure to meet acritica
assumption is that the APA must be renegotiated or, failing that, canceled.

A critical assumption may become unmet due to uncontrollable changes in economic
circumstances, such as afundamenta and dramatic change in the economic conditions of a

the effect of those outliers.

“8Reg. 1.482-1(f)(2)(iii)(D), captioned “ Applications of methods using multiple year averages,”
daestha if the tested party’s multiple year results fal outside the range, an adjustment ordinarily will
be made to the taxpayer’ s results for the taxable year under review, to bring that year’ s result within the
range defined by the comparables’ resultsfor that year. Ordinarily the adjustment will be to the
comparables median reault if the interquartile range was used and the comparables average result if
the full range was used. This regulation was written for the audit context and provides limited guidance
for the APA context. Specifically, the regulation assumes that the comparables analysis window and
the period for testing the tested party’ s results are the same, which isrardly true for APAs. Also, the
regulation assumes that one is auditing just one year a atime, while APAswith multiple year averaging
can treet more than one year in aunified framework. In addition, the fact that the taxpayer knows an
APA’s TPM in advance might create more opportunity for manipulation of results.
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particular industry. (Such acritical assumption might, for example, specify limits on how far
actua sdes may deviate from budgeted sales)) In addition, a critical assumption may become
unmet due to ataxpayer’s actions that are initiated for good faith business reasons, such asa
change in business strategy, mode of conducting operations, or the cessation or transfer of a
business segment or entity covered by the APA.

Guiddinesfor Avoiding Problemswith Critical Assumptions

1 Make critical assumptions extreme outer limits. Then, if they are unmet, things
have changed so much that cancellation would be appropriate. Also, taxpayerswill be
less able to manipulate afalure of the assumption. Findly, with this gpproach critica
assumptions will not fail so much. It isashameto conclude an APA after much effort,
only to be back at the negotiating table after a critical assumption fails.

2. When possible, make critical assumptions objective. Criticd assumptions can
refer to elther subjective conditions (e.g., materia changesin a business) or objective
(e.g., sdesdropping by acertain percentage). The standard critical assumption given
below is subjective. However, when possible, make other critical assumptions
objective. For example, refer to sdes dropping by a definite percentage rather than
sdes dropping “subgantidly.” This practice will avoid disputes over whether the terms
of acritica assumption were met.

3. Trytouse TPM provisonsrather than critical assumptions. For example,
ingead of having acritical assumption that saes not fluctuate too much from budgeted
amounts, it might be possible instead to provide that such fluctuations will cause certan
adjustments to the range.*® As another example, suppose that an APA uses a CPM
with agross margin PLI for aU.S. digtributor. The Service may be concerned that the
digtributor will make excessive advertising expenditures without reimbursement from the
parent, with the effect of building up the parent’'s marketing intangibles. (Such
expenditures would not affect gross margin, and thus would not cause the distributor to
fdl outsde an agreed gross margin range.) Instead of including a critica assumption
that advertisng expenses must be within a certain level, one could specify that for
purposes of computing the distributor’ s gross profit level during the APA years,
advertisng expenses above a certain amount will be subtracted from sales.

49Some past APAs took this approach but misabeled the adjustment to the range as a critical
assumption. This practice should be avoided since it can cause confusion and could provide the
taxpayer grounds to argue for cancellation.
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4, Do not confuse critical assumptionswith the scope of the APA. For example, an
APA may specify that new product typeswill not be covered. This provison should be
part of the definition of covered transactions, the APA should not include a critical
assumption that new products not be introduced.

5. Do not confuse critical assumptionswith obligations of the taxpayer. For
example, an APA may require ataxpayer to record certain information in aregularly
compiled database. (This requirement could be put in an additiona paragraph in the
text of the APA, with language clearly stating that taxpayer was committing to this
obligation as an express term of the APA.) If the taxpayer does not do o, the
taxpayer has violated the terms and conditions of the APA, which gives the Service the
option to either enforce or cancel/revoke the APA. This obligation of the taxpayer is
not acritical assumption and should not be so labeed.

Effects of Not Meeting Critical Assumptions

If acritica assumption has not been met, the taxpayer must notify the Service. (However, the
Sarviceitsdf may determine whether acritica assumption is met, perhaps using information
ganed on examination.) The parties may agree on certain revisons of the APA, or may agree
to keep the APA the same despite the failure of the critica assumption. (For bilateral cases,
the foreign competent authority will be consulted, but in absence of agreement by the foreign
competent authority the Service and the taxpayer can il reach an agreement.) If the parties
cannot agree how to handle the failure of the critical assumption, the APA is canceled. Rev.
Proc. 96-53, 8§ 11.07.

Standard Critical Assumption

Included in the model APA isthe following critical assumption (this language is subject to
revison):

The business activities, functions performed, risks assumed, assets employed, and
financid [and tax] accounting methods and categories [and estimates] of Taxpayer shdl
remain materidly the same as described in Taxpayer’ s request for this APA.

Taxpayer Specific Critical Assumptions

The APASs concluded as of December 31, 1999, included approximately 160 different critical

assumptions in addition to the model APA critical assumption noted above. Many of these
critical assumptions appear in more than one APA. Most of the critical assumptions reflect
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specific terms and factors of each taxpayer in an eaboration of the generd modd APA critical
assumption. The critica assumptions have not aways followed the guiddines given above.

The critical assumptions can be subdivided into the following categories, discussed further
below:

0] operationa
@i  legd
@iy  tax

(iv)  financd
v) accounting
(vi)  economic

Operational Critical Assumptions

Over 100 critica assumptions fell into the operationa category. Over twenty involved costs or
expenses, such as how the taxpayer defines, computes, alocates, and gpportions costs and
expenses, and limits on the amount and manner by which expenses and costs can vary. An
exampleisthat aU.S. subsidiary’s deductions for restructuring fees shall not exceed a stated
maximum dollar anount.

Six operationd critica assumptionsinvolved sales. These concern limits on sales mixes,
maximum sales amounts, projections of sdes, and permissible sdes trends and variations. An
example of thistype of critical assumption is that the combined saes of covered products for
each APA year must be within 20% of the previous yesr.

Five operationd critica assumptionsinvolved permissible variationsin items other than sales or
expenses. These include how new or disposed of affiliates are treated, to what extent
inventories can fluctuate, or to what extent covered purchases can be imported finished
products. An example of thistype of critica assumption isthat the share of covered products
that are imported finished goods can vary by X% from the historical basdline share percentage
of imported finished goods.

The rest involved other limits on change. These critical assumptions Sate in a specific way that
the following items remain subgtantidly the same: customers, products, risks, functions, business
methods, assets, pricing policies, absence of catastrophic events, business structure, presence
and effect of acost sharing agreement, functiona currency, operating assets, presence or
absence of intangible assats, intangible asset ownership, parties to the agreement, licensee
agreements, specific personne, location of specific personnd, presence or absence of
commissions, and royaty amounts and percentages. An example of thistype of critica
assumption is that the location of a particular key executive may not change.
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Legal Critical Assumptions

Fourteen critica assumptionsinvolved legd issues. They include the nature and scope of
competent authority agreements. An example is that the competent authorities mutua
agreement, which is conditioned on the system profit remaining above a specified minimum
levd, will remain in effect (i.e., that such condition will continue to be satisfied).

Other critica assumptions of this nature involved liquidations, dissolutions, customs law
changes, mgjor regulatory changes, new import or export barriers, and maintenance of a
digtributor agreement in a specific form. An example of thistype of critical assumption is that
customs duties on imported covered products shdl not vary beyond certain limits.

Othersinvolved which controlled entity hastitle to inventory and production equipment, or
which controlled entity is required to maintain guarantees, warranties, or product liability. An
example of thistype of critica assumption is that a parent corporation must maintain existing
guarantees for dl liabilities of its subsidiary, including its debt and product liability guarantees.

Tax Critical Assumptions

Eleven criticad assumptionsinvolved tax issues. Theseissuesindude estimated tax liability,
period of limitation on assessment, tax effect of specified expenses, sourcing of income, Subpart
F income, permanent establishment, foreign tax credit limitation, increasing coverage to other
controlled foreign corporations, the ability to change a specified tax eection, ability to filefor a
refund, and a condition of subsequently entering into a closing agreement for rollback years.

An example of thistype of critical assumption isthat the period of limitation on assessments
shall be kept open for dl APA years until such period expires for the last APA year under U.S.
tax law.>°

Financial Critical Assumptions

Eighteen types of criticd assumptions were financid in nature. Theseinvolve limitations on
system loss, intangible profit projections, buy-in payments, lack of currency risk, and vaid
business reason for debt. Also included in this category are anumber of requirements for
maintaining various financid ratios such as profit plits, Berry ratios, operating profit margins,
and gross profit margins, within prescribed ranges or within limits. An example of this type of

%01t probably would have been better not to have a critical assumption for this, but instead to
date that the taxpayer had an obligation to keep the statute of limitations open. See Guiddine 5 above.
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critical assumption isthat the TPM may not yield a gross margin outsde A% to B% for a
controlled subsidiary, nor may the combined operating margins be outside C% to D% for the
parent and the subsidiary, unless due to vaid business reasons or attributable to economic
conditions beyond the parent’ s control .>*

Accounting Critical Assumptions

Seven critical assumptions involve accounting methods or practices.>® Theseinclude
assumptions regarding the use of generdly accepted accounting principles, favorable certified
opinions, mark to market accounting, consistency of accounting computations for dl related
parties, methods of accounting for foreign currency gains and losses, and unchanged methods
for both financia and tax accounting. An example of thistype of critica assumption is that
manufacturing costs must be computed in the same manner by U.S. and foreign members of an
affiliated group.

Economic Critical Assumptions

Eight critical assumptions involve economic and financia conditions. These include assumptions
regarding interest rates and changesin interest rates. They dso include assumptions that there
will not be significant changesin market conditions, technology, product liability, product
design, process design, and market share. An example of this type of critica assumption isthat
there shal not be an unexpected economic development that materidly affects a company’s
market share or market price of acovered product.

511t may have been more appropriate to recast some of these critical assumptions as TPM
provisons. See Guideline 3 above.

52Many of these critical assumptions probably could have been expressed instead as an
obligation of the taxpayer. See Guiddine5 above.
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